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Economic Forecast by Company 

Presidents 

A rosy business future has been pre- 
dicted by 110 company presidents, 
mostly from America’s 400 largest cor- 
porations. This forecast was obtained 
by Dun’s Review And Modern Industry 
in the initial report (released in July 
1957) of “The President’s Panel” a re- 
curring bimonthly survey. 


Nine out of ten of these industrialists 
realistically expect their gross sales to 
climb anywhere from 26 to 300 per cent 
in the coming decade. Not one of the 
presidents fears a major recession this 
year. Indeed, only 12 of the 100 see 
any likelihood of one in the next ten 
years, and 7 of these 12 place it after 
1960. These business leaders, whose 
collective company assets total more 
than $27 billion, are convinced that 
between now and 1967 America’s indus- 
trial growth will break all previous 
gross sales records and will do so in an 
atmosphere of continued economic sta- 
bility and domestic peace. 


A Report on the Apparel Industry 


CPAs with clients in the apparel in- 
dustry will find many worthwhile sug- 
gestions in the latest edition of The 
Apparel Outlook (Summer, 1957) pub- 





Accounting News and Trends is con- 
ducted by CuHarues L. Savace, C.P.A. 
and member of the New York Bar. He 
is presently serving on the Board of Di- 
rectors of the Nassau-Suffolk Chapter of 
our Society. 

Dr. Savage is professor of accounting 
and chairman of the Business Adminis- 
tration Department of Adelphi College. 
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lished by the Credit Clearing House, 
division of Dun and Bradstreet. 
survey reveals that increased operating 
costs offset greater sales in 19506 and 


early 1957, and net profits have suf. 


fered. The entire apparel industry has 
not kept abreast with the expanding 
economy and has just about held its 
own. Nevertheless, soft goods dealers 


are cautiously optimistic about the re. [ 


mainder of 1957. 


The report is presented in three see. 
tions: the “scoreboard” which is based 
on a review of thousands of credit re. 
ports and sums up the trends, problems, 
and future prospects in department 
stores, specialty shops, children’s stores, 
and men’s wear shops. The competition 
of shopping areas, getting and holding 
personnel, and the need to meet “dis. 
count” selling, represent common diff. 
culties faced by the apparel group. 

The sections on “significant 1956 op- 
erating results” (profit, sales volume, 
and debt picture of selected stores with 
sales between $300,000 to $10,000,000) 
and “current apparel business indica- 
tors” (showing prices for a three-year 
span and an analysis of apparel fail- 
ures) are of special interest to CPAs. 


Questionnaire Survey—IRS Field 
Administration 


A few weeks ago CPAs received a 
questionnaire from the Subcommittee 
on Administration of the Committee on 
Federal Taxation of the AICPA. It is 
so designed that it presents a thorough 
analysis, in the form of questions and 
suggested possible answers, of the pres- 
ent practices of the field administration 
of the Internal Revenue Service. Its 
prime purpose is to gather information 
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that will form the basis of a report to 
the Commissioner of Internal Revenue. 

This is the fourth such survey con- 
ducted by the Subcommittee but the cur- 
rent questionnaire seeks to incorporate 
some of the recent recommendations of 
the Subcommittee on Internal Revenue 
Taxation of the Ways and Means Com- 
mittee of Congress. The results should 
be particularly helpful. All CPAs who 
have not yet returned their copy of the 
questionnaire are urged to do so early 
in August so that the final report can 


be compiled. 


Internal Auditing and Small Business 

The Institute of Internal Auditors 
has recently published its Research 
Committee Report No. 3 on “How The 
Smaller Business Utilizes Internal Au- 
diting Functions.” This report studies 
eight smaller businesses with these ob- 
jectives: (1) to illustrate how internal 
auditing is first recognized as a distinct 
function and (2) to come to some 
general conclusions regarding the devel- 
opment of internal auditing in the 
smaller company. The companies stud- 
ied ranged in size from 50 employees 
to 3,500, in annual sales from 3 to over 
50 million dollars and included a lumber 
manufacturing company, a_ wholesale 
firm and an automobile dealership. 

In smaller business those performing 
internal auditing functions have difficul- 
ty in fully achieving the proper degree 
of independence set forth in “State- 
ment of the Responsibilities of the 
Internal Auditor” prepared by the In- 
stitute of Internal Auditors. This in- 
dependence includes two aspects — a 
recognized status with direct reporting 
to an important officer, and relief and 
separation from regular accounting and 
operational functions. It is this latter 
requirement which is difficult to meet in 
the smaller organizations where the 
same individual performs several differ- 
ent activities. 
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The study points out that the early 
emphasis in internal auditing was on 
protective services rather than on con- 
structive service to management by 
appraising controls. Despite this desire 
for protection, smaller companies often 
assigned internal auditing functions to 
an employee who performed other work 
that defeated the objective of true 
internal control. Obviously, permitting 
such a person to sign checks and pre- 
pare payrolls might be dangerous. But 
even permitting him to pre-audit in- 
voices before payment or to list cash 
receipts, is questionable because he 
could later be auditing his own work. 
The internal auditor should review 
activities—not participate in them. 

If there is not sufficient internal audit- 
ing work to occupy an employee’s full 
time, care must be used in selecting his 
other duties. Budgeting, analyzing cost 
data, preparing special reports, doing 
systems work, preparing operating re- 
ports or tax returns are examples of 
compatible activities. 

Gratifying note was taken of the 
numerous references to the encourage- 
ment given to management of small 
business by public accountants to 
create internal auditor positions. Not 
only is a service rendered to the client 
but the tightening of controls permitted 
a reduction in audit detail with conse- 
quent greater availability of the CPA 
for constructive counseling and analysis 
which are so important in the smaller 
business. 


Special Assessment Financing 


The May, 1957 issue of Municipal 
Finance is devoted entirely to the topic 
of special assessment financing. It con- 
tains five articles covering the place of 
special assessments in municipal finance. 
how special assessments are measured, 
how it operates in Canada, in Kansas 
City and in a small city. The article 
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devoted to “Accounting for Special As 
sessments in a Small City” may he ¢ 
interest to some accountants since j 
describes the accounting procedures {; 
recording and collecting assessments jj 
a city of 16,000 (Corvallis, Oregon) 
It points out, for example, that th 
preparation of two addressograph plate 
saves nearly 30 entries of duplicate jp. 
formation for each account over the 
10-year period during which the asses. 
ment may be paid. 

Bills are prepared in quadruplicate 
on an accounting machine which com 
putes interest, picks up delinquent pay. 
ments, shows current installment due, 
total due, adjustment if any, net amount 
due, and unmatured principal. Two 
copies of this bill are mailed to the 
property owner to be returned with 
payment. When that occurs, the third 
copy is pulled from the file and the 
three copies are receipted. One is r- 
turned to the payor, the second cop; 
is sent to the posting clerk and the third 
deposited in the cash drawer with the 
payment. The fourth copy would no 
be used at all in this situation but if 
the payment had remained delinquent 
for thirty days, the fourth copy would 
have been stamped “past due” and 
mailed as a reminder. ; 

In devoting the entire issue to the 
subject of “Special Assessment Finan. 
*, the Municipal Finance Officers 


cing”. 
Association of the United States and 


Canada has performed a public service f 


for accountants and others interested in 
municipal affairs. 


The Banker and Construction 

Financing 

In his article “Financing the Con 
tractor” in Credit and Financial Man 
agement (June, 1957) Mr. William Lar. 
sen, Vice-President of the Federation 
Bank and Trust Company, describes the 
type of information he gathers before 
establishing a line of credit for a con- 
tractor. In addition to investigating the 
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contractor’s technical competence, the 
author makes these suggestions with 
respect to financial information: 


|. Complete financial statements for the 
past two fiscal years and a current in- 
come statement are required at the time 
of application. If the financing is 
eranted half-year reports and annual 
certified statements must be submitted. 


2. A personal meeting with the ac- 
countant is requested. Questions dis- 
cussed include: Information about the 
current and past income tax picture; 
the basis of accounting-cash, accrual or 
completed contract: and the manner in 
which statements should be organized 
to be most helpful to the bank. 


3. Contractors often receive a larger 
proportion of money early in the con- 
tract and the accountant is queried as 
to whether the profit has been properly 
deferred. 


4. A careful analysis is made of cur- 
rent The account “Work in 
Progress Unbilled” often includes anti- 
cipated profit instead of being limited 
to costs incurred. 


assets. 


Current Problems in Auditing 


“Recent Developments in Auditing 
Techniques” by Donald J. Bevis (The 
Federal Accountant, March, 1957) is 
primarily concerned with a discussion 
of the necessity for auditors of govern- 
mental agencies to adhere to the usual 
auditing standards and practices. In this 
connection the author points out “. . . 
the government should adopt the test 
philosophy and make use of any other 
modern auditing techniques 
would he logical or realistic to apply.” 


which 


The article also is of interest because 
it contains a summary of the current 
activities of the Committee on Auditing 
of the A.I.A. are 


Procedure These 
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A COOPERATIVE EFFORT 
TO HELP THE SMALL 
ACCOUNTANT 


| Are you losing clients because you can- 


not afford to give them the service they 
demand? . . . the kind of service that 
other Certified Public Accountants are 
giving their clients today? 


It’s easy for the large accounting firms 
to bring their clients top-flight thinking 
on vital new developments. They’ve got 
the money to spend on it . . . the con- 
tacts to secure the information . . . the 
staff of employees to do it with. 

But what about YOU? The life-blood 
of your public practice is your ability 
to hold on to clients once you have ac- 
quired them. Unless you are there with 
NEW ideas, plans for profits and sav- 
ings, alert and helpful service, you are 


| liable to find your clients turning to 


others for help they SHOULD get fron 
YOU. 

In the past, there wasn’t very much you 
could do about it. The cost of source 
materiai, editorial time and _ printing 
was prohibitive as an individual project. 
But now. through membership in the 
CLIENT INFORMATION BULLE- 
TIN Cooperative Group, you can get 
real help at a cost which puts it within 


| reach of even the smallest practitioner. 


But why not see for yourself? Try it 
for a month or two. We send it to you 
folded and ready for mailing. You 
simply enclose your business card and 


| mail. You may get as few as 50 copies 


per month at the low cost of only $15.00 
monthly plus postage. Additional copies. 
in lots of 10, available at 10¢ per copy 


| per month. Or. write for a free sample 
| issue. 


When writing to advertiser kindly mention The New York Certified Public Accountant 


Client Information Bulletin 
Cooperative Group 
Dept. NYS 857 
444 Madison Avenue, New York 22, N. Y. 
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some of the matters on which this Com- 
mittee is working: 


Statement No. 23 requires the CPA 
to express the degree of responsibility 
he assumes with respect to financial 
statements with which his name is asso- 
ciated. Most accountants never express 
a specific opinion on particular sched- 
ules which are part of the long-form 
report. The Committee is concerned 
with the extension of this principle to 
the statistical data and supporting sched- 
ules included in the long-form report. 

In 1949 and 1950 the Committee 
issued a special report and two case 
studies on internal control. The im- 
plications of the report are such that 
some people think it unnecessarily ex- 
tends the responsibility of accountants 
with respect to internal control. The 
Committee hopes to eliminate any mis- 
conceptions concerning the accountant’s 
responsibility in the review of a client’s 
system of internal control. 


ACCOUNTS 
RECEIVABLE 
FINANCING 


We will provide a revolving financ- 
ing plan for your clients on a low- 
rate, non-notification basis. 

Call today—we’ll meet with you and 
your Client and work out a plan to 
meet their individual requirements. 


PRUDENTIAL 
CAPITAL CORP. 


60 EAST 42ND ST., NEW YORK 17, 
MURRAY HILL 7-7680 


EXECUTIVES 


Morris P. Arnoff 
Leo R. Heyman 
Theodore Goldman 


Member of Association of Commercial 
Finance Companies, Inc. 


N. Y. 
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The Committee is also seeking objec. 
tive criteria that can be applied in such 
a way that every accountant “. . . will 
disclaim an opinion or will give a 
qualified opinion at all times under the 
same circumstances.” Other matters 
with which the Committee is concerned 
are: the period of retention of audit 
working papers, the preparation of ad. 
ditional audit case studies, and _ the 
reliance on work done by other account. 
ants. 


Statistical Sampling 

More and more accountants are be. 
coming interested in applying the tech. 
niques of statistical sampling to auditing 
to obtain more objective and factual 
criteria on which to base audit conclu- 
sions. An account of an Air Force ex- 
periment in adapting statistics to audit- 
ing (“Statistical Sampling Methods” by 
General W. P. Farnsworth and L. N. 
Teitelbaum, The Federal Accountant. 
June 1957) suggests methods of ap- 
proach that are valuable to CPAs. Of 
particular interest was the reactions of 
the supervisors of the experimental av- 
dit. They were strongly impressed with 
the control that use of statistical tech- 
niques afforded them through: . 


1. Rigid and uniform predefinition 
of errors and audit procedures. 


2. Design of uniform working papers. 


3. Objective and flexible sample se- 
lection methods. 


4. Predetermination of sample sizes. 


5. Uniform methods for stating and 
evaluating results. 


The first two of these elements, of 
course, are not unique to the statistical 
approach but the use of statistics tends 
to assure that they will be achieved. The 
detailed description in this article of the 
steps taken in the experimental audit 
might well suggest ideas to anyone in- 
terested in applying sampling techniques 
to auditing. 
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An Adirondack View 


Our Full Economy is bursting at 
the seams. Full 40 hour weeks; full pay 
envelopes; full stomachs; full garages— 
and #2 parked somewhere; full credit 
granted -well, a little something down; 
full schedules at the dentists, the doctors 
—and your eyeman; full hospitals; and 
full national employment—more vacant 
jobs than jobbees. 

Still U. S. business wants to borrow 
much more money—to fill the full some 
more. It’s like the old college song— 
“just one more little drink, then we'll 
all do what? Go home.” 

So the FRB raises the price on the 
There are squeals from the little 
and from the big 


drinks. 
drinkers—naturally ; 
ones, too. 

The pundits call it a wage-price spiral. 
The employers say it’s the employee pay 
The employees say it is the em- 
But we agree 


scales. 
jloyer’s margin-of-profit. 
plo} u 


with the guy who says that it’s better to 

go home without that one more little 

drink. When an economy or a man is 
full, why try to get any fuller? 

Leonarp Houcuton, CPA 

Saranac Lake Branch of 


the “Adirondack Chapter” 
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Letters to the Editor 


The Mills Report and Latest Develop- 
ments on Possible 1954 Code 
Amendments 

In last month’s “Letters to the Edi- 
tor” section, I commented on the rapid 
progress that was being made by the 
Sub-Committee Internal Revenue 
Taxation of the Ways and Means Com- 
mittee in its study of proposed changes 
in the Internal Revenue Code of 1954. 

H.R. 8381, a bill to amend the Inter- 
nal Revenue Code of 1954, was intro- 
duced in the House of Representatives 
on June 26, 1957. Some of the items 
listed in the original report have been 


on 


rejected, others have been deferred, 
and many new items have been added. 
Since the effective dates of many of 
will be retroactive 
either to November 7, 1956 or 
other date, all Society members should 


these provisions 


some 


review their tax planning with this pro- 
While 


final legislation is expected to be enacted 


posed legislation in mind. no 

during the current session of Congress. 

familiarity with this bill is essential 

since the retroactive effective dates will 

no doubt be part of the bill when it is 
ultimately enacted. 

Don J. Summa, CPA 

Chairman. Committee on 

Federal Taxation 


Form CR-1351 
Reporting Requirements for 
Charitable Organizations 


and 


The laws governing form CR-131, the 
annual financial report required to be 
filed by charitable organizations with 
the New York State Department of 
Social Welfare. were amended recently 
by the New York State Legislature. 
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From the accountant’s viewpoint. the 
most beneficial result of the changes in 
the law was the removal of the section 
on the form CR-131 captioned *Verifi- 
cation by Independent Public Account- 
ant.” This change was the result of 
our Society's strong objection to a re- 
quirement that an accountant “verify” 
a report, a term alien to accounting 
terminology. In its place, the amended 
law now requires the report to be 
“accompanied by an opinion signed by 
an independent public accountant that 
such statement fairly the 
financial operations of the organiza- 
tion.” 


represents 


In line with this amendment. the 
Department of Social Welfare is sub- 
stituting the following “Accountants 
Certificate” for the section of form CR- 
131 previously entitled “Verification by 
Independent Public Accountant”: 


“The undersigned 
represents that he 
ently engaged in the practice of 
public accounting, and that he (it) 
ee er 
and that he (it) has made an inde- 
pendent examination of the finan- 
cial atetemments OF. .666icciciciccensis 
for the fiscal year ended........ 
in accordance with 
generally accepted auditing stand- 
ards, and accordingly included 
such tests of the accounting records 
and such other auditing proce- 
dures as he (it) considered neces- 
sary in the circumstances. 


(it) is independ- 


The information contained in Sec- 
tion B, pages 2 and 3 of this report. 
was reviewed on the basis of such 
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examination and, in the opinion of 
the undersigned, fairly represents 
the financial operations of this or- 
ganization in the form required by 
the department.” 


Our Committee on Institutional Ac- 
counting made every effort to have the 
following wording substituted after 
“undersigned” in the second paragraph: 
“. . presents fairly the financial data 
as required in this report.” Unfortu- 
nately the authorities in Albany, pre- 
fer to use the exact language of the 
law, which, as quoted above, uses the 
words “fairly represents.” However, 
they have indicated that they would not 
reject any reports on which there is 
superimposed our suggested language, 
“presents fairly, etc.” 


The law as amended continues to 
make form CR-131 available to the 
public. In this connection it is inter- 
esting to note that in Los Angeles every 
solicitor of funds for charitable pur- 
poses must show an information card 
to all persons approached for a con- 
tribution. Such card must contain the 
goal of the campaign, the expected 
isbursements, the previous year’s in- 
come and expenditures broken down 
to show fund-raising costs separately. 
\ replica of this card must also be 
included in all mail appeals, brochures, 
invitations and printed matter. 
television programs they even require 
an enlarged replica to be displayed. 
{n annual report is also published by 
the Los Angeles Board of Social Service 
Commissioners, summarizing the results 
if all major charitable appeals as com- 
jared with the previous year. A copy 
of such report can be obtained by writ- 
ing to the Board of Social Service Com- 
missioners in Los Angeles. Such re- 
port, by the way, incorporates a state- 
ment of accounting principles by the 
Galifornja Society of Certified Public 
\ccountants. 


1957 





On 


There is no question that the laws 
regulating charities here and in Los 
Angeles help prevent fraudulent and 
inequitable charitable appeals, thereby 
keeping the field clear for the much 
needed support of worthy agencies. 

Max Wasser, CPA 
Chairman, Committee on 
Institutional Accounting 


Disclosing All Reasons for 
Disclaimer of Opinion 

Stephen Chan, CPA, recently raised a 
very interesting question regarding dis- 
claimers of opinion in a letter to the 
editor in the New York Certified Public 
Accountant (Dec. 1956), a monthly 
publication of the New York State So- 
ciety of Certified Public Accountants. 
Basically, the question is this: When, 
because of the omission of some audit- 
ing procedure, the independent account- 
ant disclaims an opinion, and at the 
same time there are significant depar- 
tures from generally accepted account- 
ing principles or consistency which 
would also require a disclaimer of 
opinion, is it proper for the independent 
accountant to confine his disclaimer 
purely to the auditing limitations? 

Mr. Chan thinks some practitioners 
believe that, when they have disclaimed 
an opinion for an auditing reason, there 
is no need to add to the language of 
their disclaimer. He suggests that this 
may stem partially from the emphasis 
on the audit examination in the discus- 
sion of reporting standards on page 
14 of Generally Accepted Auditing 
Standards. 


It seems to us that the independent 
accountant has not done his duty unless 
he fully discloses any matters of signifi- 
cance which he believes are not proper- 
ly presented in the financial statements, 
if he permits his name to be used in 
with them. We do not 
believe he is excused from making such 


connection 
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disclosures merely because his denial 
is due primarily to the fact that hi 
auditing procedures have not been ade) 











quate. 5 


While there is no direct official ey. 
pression of this conclusion, it seems to 
us that the whole spirit of Statement on 
Auditing Procedure Number 23. itself 
even its title, Clarification of Account 
ant’s Report When Opinion is Omitted. 
calls for disclosure of his views in situa. 
tions of this kind. It does not seem to 
us that a report is really “clarified” 
if the accountant discloses only par 
of the truth. Also, the language of 
Statement 23 and of the fourth report. 
ing standard in Generally Accepted 
Auditing Standards call for a statement 
of the reasons (plural) why an opinion 
is withheld. 





Furthermore, although we do_ nol 
know of a specific ruling on this point | 
by the AIA committee on_ professional 
ethics, it seems to us that failure to) __ 
disclose an important departure from 
generally accepted accounting principles 
would violate the spirit, though. since 





no opinion is expressed, not the letter. 
of Rule 5 (e) of the AIA Rules of 


Professional Conduct, which states that 





“in expressing an opinion on_repre- 
sentations in financial statements which 
he has examined, a member may be } 
held guilty of an act discreditable to 
the profession if . . . he fails to direct 
attention to any material departure from 
generally accepted accounting princi- 
ae a 

In commenting on this question in 
the January 1957 issue of the New York 
Society’s publication, Eugene Rosenfeld. 
CPA, points out that the independent 
accountant “may not omit any pertinent 
information which appears on_ the 
books. Nor may he exclude from a 
report any signficant information of | — 
which he has knowledge merely because 
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... To state one reason and omit others 
would constitute a concealment of vital 
information.” This conforms to 
thinking. 


our 


CARMAN G. BLoucH, CPA 
Director of Research, 
American Institute of Accountants 


Ep. Nove: 

The above discussion appeared in the 
“Accounting and Auditing Problems” 
Department of the May 1957 issue of 
THE JOURNAL OF ACCOUNTANCY. I/t is 
reprinted, with the permission of Mr. 
Blough, in the form of a “Letter to 
the Editor.” 


New Instalment Sales Law 
New provisions (the new Article 10, 
“Retail Instalment Sales Act,” of the 
Personal Property Law and the Lien 
Law) go into effect October 1, 1957 in 
New York State with respect to instal- 
ment sales (other than motor vehicles) 
requiring (1) full disclosure to buyer 
of all pertinent information, (2) com- 
pleteness of contract before signature 
by buyer, (3) delivery of contract to 
buyer and his acknowledgment of such 
delivery, (4) limitation on credit serv- 
ice charges, and (5) refund of un- 

earned charges for prepayment. 


For the regular type of retail instal- 
ment contract, the ceilings on charges 
are: 

1. $10 a year on each $100 of princi- 
pal up to $500, plus 


2. $8 a year on each $100 in excess 
of $500, or 


3. a minimum charge of $12 on obli- 
gations of more than 8 months matur- 
ity or $10 if maturity is less than 8 
months. 

There are also limits provided for 
delinquency and collection charges. at- 
torney fees, extension charges and re- 
financing charges. 


August 


there is no record of it on the books 
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For revolving-credit agreements the 
ceilings on charges are: 


books 


others 





vital © 1. 14% a month on the first $500, 
» our | 2, 1% a month on amounts over $500, 
and 
CPA — 3. if the service charge is less than $1, 
sarch, | a minimum charge of $1 a month may 
itants be made. (This $1 minimum is author- 
ized to May 15, 1958 and will receive 
further consideration by the Legislature 
in the § in 1958.) 
lems” 
ue of The revolving credit service charges 
It is must include all charges except those 
| Mr. — for attorney fees which cannot exceed 
er to | 20% of any balance referred to an 
attorney for collection. 
ARTHUR MICHAELS, CPA 
Chairman, Committee on 
_- Retail Accounting 
t the 
Lien Loss of Income Due to Illness 
»7 in as a Tax Deduction 
nstal- The current interest in the sick pay 
cles) exclusion calls attention to an inequity 
yuyer | in the tax laws. If the taxpayer is to 
com- | he permitted to exclude income received 
ature | during illness, it is my opinion that 
ct to | the taxpayer who suffers a loss of in- 
such come, that is, is not compensated for 
serv: | time lost during illness, is entitled to 
un- | prior consideration. There should be 
| provision in the law above and beyond 
iid ' the medical expense deduction to ameli- 
wits | orate the hardship on an individual who 
| suffers loss of income due to illness. 
- To put such an individual on a more 
mer | nearly equal footing with the person 
who is reimbursed for time lost due to 
cess | illness, the individual not compensated 
by his employer should be allowed a 
obli- deduction from income equivalent to 
sone pay lost because of sickness. 


~~ I suggest that the profession’s tax 
committees incorporate this principle in 
their recommendations to the various 


for legislative bodies. 
. at- " 

é EUGENE ROSENFELD, CPA 
a 


New York, N. Y. 
1957 
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American Appraisals 
speed up 
loss adjustment 


The adjuster knows that figures in an 
American Appraisal report are fair to 
all concerned, because they are always 
based on detailed evidence and ex- 
perienced judgment. 
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Company 
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Distribution Cost Analysis for Metals 


Distributors 


AMERICAN STEEL WAREHOUSE AsSO- 


CIATION, INc., Cleveland 13, Ohio, 
1956. Pages: 11; $50.00 (special 


price to members of the Association). 


At a recent management conference 
in London, one speaker discussing dis- 
tribution costs commented as follows: 
“This paper is concerned with the con- 
trol of £5,000 million per year, the 
largest semi-controlled sum of money 
in the United Kingdom.” If this is an 
indication of the dimension of the dis- 
tribution costs in the United Kingdom, 
how much greater and significant is it 
in the United States. Yet, distribution 
cost analysis and control continues to 
be a topic about which there is much 
talk but relatively little done. 

The appearance of a distribution cost 
manual prepared for two trade associa- 
tions acting jointly is indeed a real 
accomplishment. Certainly when one 
recognizes the outpouring of materials 
in the field of factory cost accounting 
and the significant achievements in that 
area, the relative paucity of material in 
the field of distribution cost analysis 
and control suggests a close look at a 
new and useful publication in the latter 
field. 

In submitting the publication to its 
members, the two cooperating associa- 
tions list the objectives of their distribu- 
tion cost analysis program as aimed at: 

1. Preparing a manual containing 
suggested techniques and common 
definitions to assist member companies 
in applying distribution cost analyses to 
their business; 

2. Assisting in the widespread adop- 
tion of this accounting technique 
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Book Reviews 


throughout the metals distributing in- 
dustry; and 


3. Collecting and publishing com. 
parative percentage reports enabling 
participating companies to judge their 
efficiency against other firms handling 
identical products. 


The system is presented in a separate 


section of the manual. The first part 
attempts to define such terms as natural 
expenses, functional costs, product costs, 
customer costs, general costs, and the 
expense distribution sheet. The signifi- 
cance of functional costs in distribution 
cost analysis and the classification of 
these functions into product and cus- 
tomer groups are explained and related 
to final statements of profitability by 
product-line and customer. 

The next part details some twenty- 
two prime distribution functions and 
six supporting functions. These form 
the basis for the preparation of the 
distribution sheet resulting in a con- 


version of natural expenses to functional | 


costs. Bases are then suggested for 
transferring the supporting functions 
to prime functions. 

The next step is of course the critical 
one. After listing some seventeen prod- 
uct classifications, bases are suggested 
for allocating or applying functional 
costs to products. This is the heart 
of any distribution cost system and the 
authors of this manual indicate that 
they were guided by “the thought of 
keeping preparation cost at a minimum 
consistent with the accuracy needed for 
judgment.” 

The final result is a profit and loss 
statement setting forth for each product 
the sales, gross profit, product costs, 
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— THE MONEY MARKET REMAINS TIGHT. 
bk And as a result certain of your clients may find 
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customer costs, and general costs and if 
resulting net income before taxes. Each! 
step is carefully explained and the e. 
planation augmented by two charts out.| 
lining the program. A sample conven.’ 
tional profit and loss statement, expeny 
distribution sheet and statement of prod.| 
uct-line profitability are presented using 
hypothetical figures. Another section! 
of the manual dealing with territorial’ 
profitability is to appear in the near 

future. 

The authors of this manual have 
come up with a simple and what appears , 
to be a workable framework for cost 
analysis for the members of the specific, 
associations. In attempting simplifica- | 
tion, the authors had to make com-} 
promises. For example, while defining 
and separating customer costs and prod. | 
uct costs, in applying these costs, they | 
are both treated as product costs. Of | 
course, in this way one avoids the appli: | 
cation of customer costs to groups of 
customers and then back to products on 
the basis of specific products purchased 
by customers. The utility of a twofold 
classification can be questioned in the 
light of the application of these costs 
as suggested in the manual. It might 
also be suggested that in stating the 
aims and the advantages of the adoption 
of a system of distribution cost analysis. 
there is too little mention of the ad- 
vantages of factual bases for marketing 
management and for reports to sales 
personnel leading to control of costs. 
It is urged here that this contribution 
is far more significant than the develop: 
ment of comparative percentage reports 
for different companies in the sponsor- 
ing associations. 

The above comments however detract 
little from the important vontribution 
to progress in distribution cost analysis 
made by this very valuable cost manual. 

MICHAEL SCHIFF 








New York University 
Graduate School of 
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Basic Auditing Principles 


By Arthur W. Holmes. RicHarp D. 
Irwin, Inc., Homewood, _ Illinois, 
1957. Pages: xi + 350: $6.60. 


This is a text book designed specifi- 
cally for use in a one-semester course in 
auditing of two or three hours per week. 
It is not an abridgment of the author’s 
other auditing text, Auditing: Principles 
and Procedure. 


As in all auditing texts, the opening 
chapters consider: Auditing and the 
Auditing Report; Internal Control— 
The Audit Program—Starting the Au- 
dit; Audit Working Papers; Original 
Record Examination. 


The verification of the items in a 
balance sheet and income statement are 
discussed in the next eleven chapters. 


As stated in the preface: 


“The plan of each chapter—is to 
present proper internal of 
features applicable to a function or 
an item, followed by internal and 
independent audit principles, stand- 
ards, procedures and techniques ap- 
plicable to the item, and concluding 
with the presentation of proper ac- 
counting standards.” 


control 


The final two chapters deal with-the 
preparation of financial statements after 
the completion of the audit, the report- 
ing of events subsequent to the date of 
the financial statements, the legal re- 
sponsibilities of public accountants and 
the requirements of the Securities and 
Exchange Commission. 


There are a limited number of ques- 
tions and problems each 
chapter. 


following 


BENJAMIN NEUWIRTH 


New York, N. Y. 
1957 
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New! HI-Fi 


TRANSLUCENT 


| 
ITAX FORMS | 


econ BY 
{ ORIGINATORS 


of Two-Sided Printed translucent masters 
HEADQUARTERS for: j 


TAX FORMS 
| ANALYSIS PADS 


With reproducible or non-reproducible rules j 











CUSTOM DESIGNED FORMS 


For every accounting and office system 
Write for FREE SAMPLES & QUOTATIONS 


TRANSFACE PROCESS COMPANY 


170 Varick Street, New York 13, N. Y. 
j Telephone: WAtkins 4-5985 


Personalized CONTACT 
with Clients 





each month with the 


| CLIENTS’ SERVICE REPORT 





| mail to your clients. 


To help you maintain contact with your 
clients, we will send you each month a real 
goodwill-builder, a bulletin containing cur- 
rent tax information. The Clients’ Service 
Report is intended for the CPA who does 
not have the time for the necessary research 
to produce a monthly prestige-building tax 
letter. We do the spade-work, send you qual- 
ity-printed, four-page bulletins which you 


The CSR is available 


| only to CPAs. 
| You will find in the bulletin authentic dis- 


| 


cussions of current tax problems, written in 
non-technical language. After years of pub- 
lication the CSR is profitably used by hun- 
dreds of CPA firms throughout the country. 


| The cost of the CSR is only $15.00 per 
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month plus 10¢ per copy. Subscriptions may 
be cancelled at any time. Sample copy on 
request. 


Accountants’ Publishing Co. 
185 Devonshire Street Boston 10, Mass. 
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RATES: 
$2.00. “Business Opportunities” 
words. 


Classified Section 


“Help Wanted” 20¢ a word, minimum $5.00. 
15¢ a word, minimum $3.00. Box number, when used, is two 
Closing date, 10th of month preceding date of issue. 





“Situations Wanted” 10¢ a word, minimum 


ADDRESS FOR REPLIES: Box number, The New York Certified Public Accountant, 677 Fifth 
N.Y. 


Avenue, New York 22, 


HELP WANTED 


Accountant, junior or semi-senior for CPA 
office, Ticonderoga, New York, career oppor- 
tunity for man with partnership potential, 
car necessary but no overnight travel. Submit 


resume in own handwriting to John H. 
Mulholland, CPA, Box 343, Ticonderoga, 
New York. 


Tax Accountant, for growing medium CPA 
firm, excellent opportunity for qualified appli- 
cant, state all previous employment, education, 
Box 1203. 


salary. 


BUSINESS OPPORTUNITIES 


Mail and Telephone Service, desk provided 
interviewing, $6.50 per month, directory 
Modern Business Service, 505 Fifth 
(42nd Street). 


for 
listing. 
Avenue 


Justin Jacobs, Peter P. McDermott & Co., 
investment information, portfolio analysis, no 
charge for these professional services. DIgby 


1-7140, 42 Broadway, New York 4, New York. 


Statistical Typing, IBM typography, offset 
printing. Gitsham’s, 480 Lexington Avenue, 


N. Y. 17, PLaza 5-6432. 
GPRAs, N.. Y., J., Conn., W. Va., AICPA, 


established over 20 years, heavy taxes, man- 
agement (IE, MBA), substantial cash, seek 
practice, accounts. Box 1194. 

CPA, N. Y., N. J.,. AICPA, heavy 
management (IE, MBA), substantial 
seeks, practice, accounts. Box 1195. 
CPA, offers 
practice for 
County town, 


taxes, 
cash, 


residence, attached office and 
sale in fast growing Suffolk 
one transaction only. Box 1196. 
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BUSINESS OPPORTUNITIES 


CPA, with office and residence in N. Y. C€. 
and now doing work for upstate CPA firms 


wishes further connections with out-of-town 
accounting firms. Box 1197. 


Small, neat, furnished office available, down- 
town area, telephone and mail services only, 
Box 1204. 


CPA, Society member, requires private office 
in professicnal suite in midtown location, 
only telephone message service required. 
Box 1205. 


CPAs, N. Y., will purchase small practice or 
individual accounts, personalized accounting 
and tax experience, cash available. Box 1208. 


CPA, N. Y., will purchase small practice, 


individual accounts or partnership interest 
in New York City vicinity, diversified account- 


ing and tax experience. Box 1198. . 
Practice Wanted, CPA firm, established, 


desires to expand, will purchase 
. C. or metropoli- 


reputable, 
accounting practice in N, 
tan area. Box 1199. 


CPA, 15 years experience, modest practice, 
capable staff, purchase practice or individual 
accounts Nassau-Suffolk, or associate with 
reputable overburdened practitioner. Box 1201. 
CPAs, partnership level experience, seek to 
purchase medium sized practice in N. Y. C. 
metropolitan area, substantial cash, excellent 
terms. Box 1202. 


Private office and desk space, in CPA 
suite, 33 W. 42nd Street, Room 1836, $50.00 
per month. Call LO 3-6526. 


225 Broadway, one, two or three rooms, 
each approximately 140 sq. ft., newly altered 
suite, air-conditioning outlets, excellent light- 
ing, immediate occupancy, CPA office, no 


service. BA 7-1775. 
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SITUATIONS WANTED 


CPA, age 40, 20 years public experience in 
all phases of accounting, with emphasis on 
institutions, nonprofits, fund raising, hospitals, 
investments, funds, real estate, seeking part- 
time or per diem work. Box 1191. 


Immediately Available, accountants, office 
managers, bookkeepers. Bookkeepers & Ac- 
countants Division, Maxwell Employment 
Agency, 130 West 42nd Street, N. Y. C,, 
telephone LOngacre 4-1740. 


Work at Home, comptometrist, own machine, 
diversified experience with CPA, also seeking 
part-time or per diem work. Lillian Young, 
BA 5-7319. 


CPA, age 32, seven years diversified large 
and small firm experience, seeking per diem 
work, Box 1192 or OL 4-2382. 


CPA, 13 years public accounting and tax 
experience, earning $10,000, seeks association 
with overburdened or retiring practitioner or 
firm with potential growth to partnership 
status. Box 1193. 


“THING” INSURANCE 


Ridiculous? 


THINGS wear out. — How better can your clients anticipate 
replacement than by SAVING where CORPORATE SAVINGS 
ACCOUNTS are WELCOME? And if regular additions are 
made to an account over a period of years without with- 
drawal NINTH FEDERAL pays up to 1% extra. 

Ask for Plus Value Folder CP- 3, 
RESOURCES OVER $90,000,000 


NINTH FEDERAL SAVINGS 


ACCOUNTS INSURED TO $10,000 e 


1957 


When writing to advertiser kindly mention The New York Certified Public Accountant 


Assistant Controller, desires responsible posi 
tion in accounting management in other than 
metropolitan New York, versed in all phases 
of accounting, taxation, systems, management 
reports, currently assistant to controller in 
medium-size multi-company operation, five 
years public accounting with national firm, 
New York State CPA examination passed, 
M.B.A., age 30, family. Box 1200. 
Statistical Typist, experienced IBM, some 
shorthand, comptometrist, conscientious, de- 
pendable, part-time, homework or your office. 
Morning, BA 4-5009, Evening, FI 7-1312. 
CPA, Society member, 20 years diversified 
public experience, thoroughly experienced 
audits, taxes, available 10 days monthly, per 
diem. Box 1206. 

CPA, diversified experience, per diem or 
service accounts New York City or Long 
Island. Box 1207. 

CPA, Society member, 12144 years general 
public practice, two years government con- 
tract termination experience, seeking connec- 
tion with overburdened or retiring practitioner 
or firm with potential growth to partnership 
status, preferably in New York area. Box 
1209. 
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who also feel the effects of the squeeze. 


are not notified. You continue to collect your accounts. 





the 
SAE AIDOW /BROOK 


meational bank 





CONVENIENT OFFICES THROUGHOUT NASSAU COUNTY 
Member Federal Deposit Insurance Corporation 


526 When writing to advertiser kindly mention The New York Certified Public Accountant 


MEADOW BROOK’S REVOLVING cREDI| 













If money is tight, you have to be more firm with your customers, 


The tight money market has many commercial borrowers in pinched 
circumstances—many cannot qualify to draw on the limited supply: of 
credit. However, the customer using The Meadow Brook Revolving 
Credit Plan will be taking discounts and continuing to operate as usual. 


Under the Meadow Brook Plan we permit your Accounts Receivable 
or Inventory to work for you. The cost is nominal. Your customers 


FOR COMPLETE DETAILS, WRITE OR PHONE MR. HENRY DENGEL 
West Hempstead, N. Y. IVanhoe 1-9000 
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By Joun L. Carey 


| Ethical Responsibilities 


The basic principles of ethical accounting practices are discussed as 
well as proposed or suggested extensions of ethical responsibilities to 
management services rendered by accountants, reporting standards 


and tax practice. 


“Responsibility” is not a particularly 
joyful word. Instinctively we all want to 
he free—to do as we please. Obligations 
to others are restraining and inhibiting. 
We do not embrace them with pleasure. 
We accept them because we can’t avoid 
it or because we fear punishment if we 
ignore them, or because we are intelli- 
gent enough to see that we will be more 
successful and happier, in the kind of 
world we live in, if we accept our proper 
responsibilities. 


We live in a large, complex, highly 
organized society. In this society, each 
man specializes in what he can do best 
and depends on others to supply him 
with what he needs but cannot provide 
for himself. In this kind of organization, 
responsibility is the price of survival. 





Joun L. Carey is Executive Director of 
the American Institute of Certified Pub- 
lic Accountants and the author of the 
noted work PROFESSIONAL ETHICS OF 
Certiricp PuBLic ACCOUNTANTS. 

This article has been adapted by the 
author from a paper presented by him 
at the April 25, 1957 General Meeting of 
our Society. 
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If, for example, too many people in busi- 
ness. labor, government, the professions, 
the sciences, should act irresponsibly it 
could mean the breakdown of our coun- 
try and of our whole civilization. Be- 
cause this is so, responsibility is also 
the price of acceptance. The com- 
munity as a whole rejects the indivi- 
dual upon whom it cannot depend to do 
a responsible job; and conversely, the 
more responsibility an individual as- 
sumes, the more the community praises 
him and the more successful he will be. 


Professional Competence and 

Responsibility 

It seems to me that the two basic 
qualities which professional men have to 
sell to the public—their only claim to 
fame—are competence and responsibil- 
ity. They possess technical knowledge 
and skill which untrained people do not 
have (and this is worth a lot), but all 
technicians are not recognized as _pro- 
fessional men. The professional man has. 
in addition, a reputation for responsi- 
bility. which may be expressed as re- 
liability, integrity, independence. With- 
out the element of responsibility, mere 
technical competence would not com- 
mand as much respect, or open the door 
to as great opportunities, as professional 
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certified public accountants, for ex- 
ample, now enjoy. 

When a certified public accountant 
signs an opinion on a financial state- 
ment, he relieves both the client and the 
banker who lends money to the client of 
a certain amount of responsibility, be- 
cause they feel they can depend on the 
CPA. If he were not in the picture, both 
parties would have to do a lot more work 
and a lot more worrying to satisfy them- 
selves that the financial statements fairly 
presented the financial position and 
operations. They can depend on the 
certified public accountant because they 
know, at least in a general way, that he 
accepts certain responsibilities—as all 
professional practitioners must do. 


Three Levels of Responsibility 


There are three major levels of pro- 
fessional responsibility: legal, ethical 
and moral. 

The legal responsibilities cannot be 
escaped. They are the minimum which 
society imposes upon those who are 
given the honor of professional recogni- 
tion, and the privilege of self-discipline. 
These responsibilities are spelled out in 
the CPA law of each state, in particular 
statutes like the Securities Acts, and in 
the common law. 

But legal responsibilities alone are 
only a minimum, and it would not be 
enough to maintain public confidence if 
the impression got around that CPAs 
were content to live only within the letter 
of the law. All professions go far beyond 
the legal requirements by voluntarily 
assuming responsibilities in the public 
interest, which are expressed in their 
codes of ethics. These codes are a re- 
flection of the groups’ sense of social 
responsibility. They are an affirmation 
of what a profession stands for. 


Then there are moral responsibilities, 
which are self-imposed by individuals, 
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and often call for a standard of behavior 
even higher than that of the ethical re. 
quirements. 













low 

The Rules of Ethics gag 
It should be made clear that the ethi- | der 
cal concepts of a profession are a prac: ) fed 
tical necessity, a working tool as essen |) the 
tial as technical skills. Without ethics, k 
professional men would be incomplete, | ¢,, 
and their opportunities for service and ha 
reward would be limited. The rules of § j., 
ethics are a conception of the kind of } 4 
behavior that will attract public con) |, 
fidence; that will encourage the public Fo 
to rely on the CPA’s responsibility. A spe 
certified public accountant who conduets | 4 , 


himself in accordance with the ethical 1 
standards of his profession will be more 


successful than if he did not. The prac- ~ 
tical importance of codes of ethics is - 
demonstrated by the fact that the medi- . 
cal, the legal, and the accounting pro- | fess 
fessions are all presently engaged in a | hin 
searching re-examination of their codes | mel 
of ethics with a view to re-statements ™ 

on 


which will bring them more into con- 
formity with the thinking of our rapidly "7 
changing society. : tior 

Now let us consider a little more § wit 
specifically the rules of professional con- f less 
duct of the accounting profession. It [the 
seems to me that underlying all the rules | is | 
are three basic ideas: to assure a satis: | Fri 
factory standard of competence; to as- | for 


sure independence and integrity; and | tific 
to assure what I call, for want of a better | to 
term, a “professional attitude.” sup 

will 
Professional Competence la 


Competence is required by the com- } poe 
mon law in that a professional man is | me, 
expected to measure up to the degree of | gor 
skill commonly possessed by others of ! 
the same employment. The concepts of | 


: : : mit 
legal ethics also include the presumption } . 
inte 
that a lawyer should not undertake work he 
for which he is not reasonably compe- 
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tent. The Association of Consulting 


+ Management Engineers has a specific 


rule on competence which reads as fol- 
lows: “We will accept only those en- 
gagements that we are qualified to un- 
dertake and will assign personnel quali- 
fied to give effective service in solving 
the particular problems involved.” 


Rule No. 5 of the Institute’s Rules of 
Conduct requires competence in audits 
leading to opinions, by requiring ad- 
herence to generally accepted accounting 
and auditing standards. However, the 
rules of the accounting profession say 


specifically in tax work or in the field 
of management services. 

The Institute’s ethics committee re- 
cently proposed a new rule of conduct 
which would read as follows: 


“A member shall not undertake pro- 
fessional services, to be performed by 
himself or his employees, unless he or a 
member of his firm is competent as evi- 
denced by training or experience to per- 
form or supervise such services.” 


There has been a great deal of objec- 
tion to this proposal and it has been 
withdrawn in its present form. Doubt- 
less it could be phrased better to express 
the underlying objective. This objective 
is explained in an article by Ira N. 
Frisbee in the Journal of Accountancy 
for March, 1957. He says that if a cer- 
tified public accountant hires specialists 
to do work for clients, he must be able to 
supervise and evaluate their work or he 
will need to find a partner to do so. Un- 
less this principle is followed, Mr. Fris- 
bee says, some accountants may become 
mere brokers dealing in professional 
services. 

As a practical matter, the ethics com- 
mittee feels that it will not be in the best 
interests of the accounting profession, in 
the long run, if the public begins to feel 
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there is some dilution of the personal 
responsibility of the partners of an ac- 
counting firm through the delegation of 
work which the partners are unable to 
supervise or evaluate to employees pos- 
sessing specialized skills. In other words, 
it is considered very important that the 
idea of professional competence be iden- 
tified with the principals and partners of 
the professional firm conducting the 
practice. 

It is probably the same idea, essen- 
tially, that is responsible for the rule of 
conduct prohibiting practice in the cor- 
porate form. A corporation could hire 
staff men as skilled as those employed 
by a partnership, but the atmosphere of 
personal competence and responsibility 
is lacking in the corporation. 

Referral of Specialized Work to 

Other Practitioners 

The Institute’s ethics committee ap- 
parently would like to encourage mem- 
bers to refer work to other members 
when a client requires specialized serv- 
ices which his regularly retained certi- 
fied public accountant does not feel com- 
petent to render. The practice of re- 
ferral is, of course, most common in 
medicine, although it prevails widely 
in the field of legal practice. In this 
situation, each practitioner stands on his 
own feet and assumes his own respon- 
sibility. 

In an effort to protect a CPA who 
does refer an engagement to another, the 
Institute’s ethics committee has recently 
proposed the following rule: 


“A member who receives an engage- 
ment for specialized services by referral 
from another member shall not extend 
his work beyond the specialized services 
without consulting with the referring 
member.” 


The intent is obvious. It doesn’t re- 
quire much imagination to see what 
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enormous practical effect this could 
have, particularly among smaller prac- 
titioners. A small practitioner serving, 
as does the doctor, as a “general practi- 
tioner” to a number of small business 
men in his community, could call on 
fellow practitioners who specialize in 
taxes. or various kinds of management 
services, whenever his client needed such 
assistance. The regularly retained cer- 
tified public accountants would have no 
fear of losing the regular audit and tax 
work to the specialist whom he called in. 
This practice of referral could serve as 
a substitute for building up a large 
organization embracing all specialties 
within itself. 


‘ 


All these considerations bear on the 
underlying purpose of assuring the pub- 
lic that certified public accountants will 
provide competent service. 


Independence 

The second basic ethical conception 
in the accounting profession is inde- 
pendence and integrity. Essentially, this 
means that the practitioner assumes re- 
sponsibility for his own judgments, and 
will not subordinate his judgment to 
that of the client or anyone else. With- 
out this independence, obviously, he 
would not be reliable. 

The rules of conduct fortify independ- 
ence by forbidding a CPA to have a 
substantial financial interest in a com- 
pany which he audits if that company 
issues securities to the public, and by 
requiring that such financial interest be 
disclosed if the company uses the state- 
ments for bank credit purposes. 

The rules against accepting contin- 
gent fees for auditing work, and against 
accepting commissions from the vendors 
of accounting machines, or other goods 
or services recommended by the CPA 
to the client, are also designed to re- 
any influence on the 


move adverse 
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CPA’s independent state of mind, which 
might arise if he had some hope of § 
profiting financially by modifying his 





best professional judgment. 

Maybe the business public has never 
read the rules of professional conduct, 
but the rules have certainly influenced 
the attitudes and practices of CPAs. If 
it were general practice for CPAs to 
invest in their clients’ securities, take / 
commissions on sales recommended to | 
clients, accept fees which were contin. 
gent upon the outcome of proposed 
financing in which the certified financial 
statements play a prominent part, it 
seems quite obvious that the public 
would find it more difficult to accept the 
concept of independence and_ integrity 


of the CPA. 








2 


WE 


Professional Attitude 


a eee 


The professional attitude, as I call it, 
is simply a manner of conducting one- 
self that encourages the belief that he 
is a professional person. The impression 


all professions try to convey is that they 
are most interested in service, in doing 
a good job, and only secondarily inter- 
ested in profit. Everybody knows that 
a professional man has to make a living 
and must provide for his family. Fees, 
therefore, are not unimportant to him. 
But he is not engaged in practice solely 
for the purpose of making money; he 
also accepts responsibilities to the pub- 
lic. Now, if he acts as though he were 
only interested in making money, he 
will destroy the image of himself as one 
concerned with the public interest. He 
will be mentally classed by the public 
in the same bracket with business men 
in general, who make no bones about 
the fact that they are in business mainly 
for profit. 

Therefore, if the professional man 
advertises, solicits business, enters into 
competitive bidding on a price basis, 
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the 


violates confidential relationship 
with his client, engages in sideline busi- 
nesses Which are incompatible with the 
practice of a profession, or violates 
some of the other rules which have to 
do with the professional attitude, he is 
really throwing away one of the most 
valuable attributes of professional status. 
He is acting like a business man, and 
he will be regarded as a business man. 
The public will have less confidence in 
his sense of professional responsibility, 
and he will therefore have fewer oppor- 
tunities for service, and reward. 


Standards of Conduct in Tax Practice 


There are a great many areas of the 
certified public accountant’s work, how- 
ever, in which his ethical responsibilities 
have not been made clear. For example, 
take the very broad field of tax practice. 
If the certified public accountant pre- 
pares a return on the basis of informa- 
tion supplied by the taxpayer, without 
audit, what is his responsibility if he 
has a strong suspicion that the inven- 
tory is materially understated? The 
presence of his name on the affidavit is 
likely to add credibility in the eyes of 
the Internal Revenue Service. Commis- 
sioner Harrington in testimony before a 
congressional committee recently said, 
“it is human nature for the agent to 
consider the reputation of the person 
who prepared the returns. When exam- 
ining a return prepared by a tax ad- 
visor known to be honest and ethical, 
the agent,” he said, “will take their 
statements on things where perhaps in 
other cases he might want to go fur- 
ther.” 

The CPA’s reputation for responsibil- 
ity in the tax field will be helpful both 
to his clients and to the government. It 
seems to me that it would be very useful 
if the profession could tell the public a 
litle more clearly and specifically just 
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what responsibilities it assumes in the 
field of taxation. 

In representing a client before the 
Treasury Department, when is a certi- 
fied public accountant ethically respon- 
sible for disclosure to the government 
agents of information which might not 
otherwise come to their attention, and 
when is the certified public accountant 
ethically justified in remaining silent? 
This is one of the most difficult ques- 
tions. 

One outstanding certified public ac- 
countant answers it as follows: A CPA 
must not conceal material facts. If the 
taxpayer intends to take a position in 
determining his taxable income which is 
contrary to the established rule under 
the law and the regulations, then a plain 
statement to that effect is required. 
However, he is not under obligation to 
call attention to controversial matters 
(on which there may be honest differ- 
ence of opinion) when filing a return or 
when it is examined by revenue agents. 
Where an obvious mistake in calculation 
or otherwise is discovered by the CPA 
to favor the taxpayer, the mistake 
should be called to the attention of the 
government. A CPA should be required 
to inform representatives of the govern- 
ment of any facts which come to his 
attention which completely destroy the 
taxpayer's case. The CPA should deal 
openly with representatives of the gov- 
ernment, and should avoid anything 
suggesting concealment or trickery. It 
is not necessary, however, for the CPA 
to bring to the attention of the agent 
possible alternative interpretations when 
there may be honest difference of opin- 
ion as to how a particular transaction 
should be treated for tax purposes, and 
the alternatives may be reasonably jus- 
tified under the law. 

The profession, however, has taken 
no official position on these matters. It 
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has not announced where it stands. This 
leaves us open to the danger that in the 
light of some highly publicized case, a 
congressional investigating committee or 
the courts might hold CPAs to a much 
higher standard of conduct in tax prac- 
tice than CPAs themselves had assumed 
to be expected of them. Or, on the other 
hand, the Treasury and the Internal 
Revenue Service might assume that a 
much lower standard of conduct was 
actually being followed than the major- 
ity of certified public accountants actu- 
ally had established for themselves. This 
might result in a reluctance to permit 
CPAs to assume responsibilities which 
would be good for the public and for 
themselves and would increase their own 
opportunities. 


Statement on Auditing Procedure No. 23 


In the field of auditing, CPAs’ respon- 
sibilities have been spelled out in great 
detail. Statement on Auditing Proce- 
dure No. 23, which it is now proposed 
to incorporate in the rules of profes- 
sional conduct, provides that in a report 
in which his name is associated with 
financial statements, the CPA must 
either express an opinion, with or with- 
out exception, or must clearly state that 
he is not expressing an opinion and 
indicate why. The phrase “prepared 
from the books without audit” is as- 
sumed to meet this requirement when 
financial statements are submitted with- 
out any verbal report or opinion. 


The following is the wording of the 
proposed rule: 


“A member shall not permit his name 
to be associated with statements pur- 
porting to show financial position or 
results of operations in such a manner 
as to imply that he is acting as an in- 
dependent public accountant unless he 
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shall: (1) express an unqualified opin} 
ion, or (2) express a qualified opinion, 
or (3) disclaim an opinion on the state 
ments taken as a whole and _indicatf 
clearly his reasons therefor, or (4) dis P 
close on the statements that they wer) 
not audited.” E 
The highly practical effect of contin.) 
ual improvement in auditing standard: |) 
has been demonstrated in various direc. | 
tions. First, it has increased the con) 
fidence of bankers and has undoubtedly ) 
vastly expanded the scope of auditing} 
service required of CPAs. In the second 
place. the enunciation of the standards 
has served as a protection to certified 
public accountants against efforts to 
make them assume an unreasonable and 
unrealistic scope of responsibility. 











nee 


Conclusion 


These illustrations, I hope, support my } 
general proposition which is: That the J 
profession as a whole will progress more 
rapidly, and individual certified public 
accountants will find greater opportuni- 
ties for constructive service and greater 
rewards, as three things are done: 

1. Compliance with existing -rules is | 
broadened. 

2. The public is informed more fully 
of what the profession stands for. 

3. The rules of professional conduct are 
expanded to cover areas presently in 
doubt. 

While the organized profession is 
working toward these three goals, indi- 
vidual certified public accountants will 
benefit their own practices by assuming 
responsibilities for themselves which go 
even beyond the existing legal and ethi- 
cal requirements. For the higher a pro- 
fessional man’s standards, the more con- 
fidence he generates: and the more con- 
fidence he generates, the greater will be 
the deniand fer his services. 
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Consistency 


By STEPHEN Cuan, C.P.A. 


An analysis of the meaning of the term Consistency 
as used in accountants’ reports, with suggestions for 
changes in terminology and reporting requirements. 


The standard form of the certified 
public accountant’s report or opinion 
has, for more than twenty years, con- 
tained wording stating that the finan- 
cial statements present fairly the finan- 
cial position of the client and the results 
of its operations “in conformity with 
generally accepted accounting principles 
applied on a basis consistent with that 
of the preceding year.” 


The profession seems to have taken 
for granted that there is general under- 
standing of the full meaning of the term 
consistency. Despite the frequent usage 
of this wording, few criteria have been 
developed to aid the accountant in de- 
termining what is consistent treatment 
or application of accounting principles 
or methods. Also, relatively little has 
been written to clarify the nature or 
significance of a qualification as to 
consistency. 





STEPHEN CHAN, C.P.A., is a former 
Vice-President and Director of our 
Society and has also been a member of 
the Auditing Procedure Committee of 
the American Institute of Certified 
Public Accountants. Mr. Chan is a part- 
ner in the firm of Eisner & Lubin, 
Certified Public Accountants. 
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Qualification versus Explanation 


It has been well established that a 
change in accounting method requires 
disclosure of the change (if material) 
and the effect of the change on both 
operations and financial condition. In 
authoritative literature bearing on the 
question of exceptions or qualified opin- 
ions, a qualification as to consistency, 
to be noted in the opinion paragraph, 
is usually cited as one form or type of 
qualified opinion.t This identification 
of an exception as to consistency with 
the term qualified opinion, even in those 
instances where the change is warranted 
and is approved by the auditor, raises 
a question as to the acceptability of the 
traditional terminology. It also suggests 
that a sharper distinction should be 
drawn between a change in method 
which constitutes simply an explanation, 
and a change which results in a true 
qualification of the overall opinion. 


Lack of consistency affects the com- 
parability of operating results from year 
to year and may also result in improper 
shifting of income or expenses between 
years. It is therefore important that the 
auditor determine whether the comment 
or explanation in his report is intended 
as an exception affecting the overall 
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opinion or merely as an explanation of 
a proper change. 

If the change is to an acceptable 
method, is not arbitrarily contrived, and 
is approved by the auditor, the report 
comment is in the nature of an explana- 
tion, in conformity with standards of dis- 
closure; otherwise the auditor’s com- 
ments as to consistency constitute an 
exception as to accounting principles 
and the opinion becomes a “qualified 
opinion.” Montgomery has evidently 
recognized that a qualification as to 
consistency is not necessarily a quali- 
fication of the accountant’s opinion in 
the accepted accounting sense of the 
term “qualification.”” Moreover, if the 
exceptions are sufliciently material to 
negate the opinion, a denial of opinion 
should be rendered.’ 


Suggested Change in Terminology 


It has become standard practice for 
the auditor to include mention of in- 
consistency in the opinion paragraph 
of his short-form report, while the de- 
tails thereof are usually set forth in the 
preceding comment paragraph or in a 
financial statement footnote to which 
reference is made in the opinion para- 
graph. 

In order to distinguish between an 
exception and an explanation, in the 
auditor’s report or opinion, perhaps 
thought should be given, in cases where 
no exception is intended, to the use of 
wording such as “ . in conformity 
with ‘generally accepted accounting 
principles applied with the foregoing 
explanation on a basis consistent with 
that of the preceding year.” 


The usual wording has been similar 
to the following: . in conformity 
with generally accepted accounting prin- 
ciples, which, except for the change in 
method of valuing inventories referred 
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to in the preceding paragraph | or--in 

Note 3], have been applied on a basis 

consistent with that of the preceding 
°° 

year. 


The elimination of the term “except” 
and the substitution of the phrase “with 
the foregoing explanation” (or similarly 
appropriate wording), would help re- 
move the unintended qualification or 
exception in situations where only an 
explanation or disclosure comment is 
desired. 


Additional Suggested Wording 


There are several methods of wording 
the opinion paragraph of the auditor's 
report, in connection with mention of 
an inconsistency. The following may be 
inserted as a middle paragraph in the 
standard form of opinion: 

As explained in Note 1 to the financial 
statements, the corporation has adopted 
the last-in first-out method of computing 
inventories. We approve this change and 
are of the opinion that the financial state- 
ments are otherwise presented on a basis 
consistent with that of the preceding year. 


The last paragraph of the standard 
opinion will end with: “in conformity 
with generally accepted accounting 
principles,” but will not state “applied 
on a consistent basis” or otherwise make 
reference to consistency. 

In the same situation, alternative 
wording could be inserted at the end of 
the last paragraph, as follows: 

. and the results of operations for 
the year then ended, in conformity with 
generally accepted accounting principles 
which, but for the change in inventory 
pricing explained in Note 1, which we 
approve, have been applied on a _ basis 
consistent with that of the preceding 
year. 


In each case, Note 1 would explain 
the new method and its effect upon the 
inventory amount and on the net income 
for the year. 
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Change versus Inconsistency 

In accounting terminology and usage, 
the word consistency relates primarily 
to a comparison with the previous per- 
iod. However, not every change in 
method is an inconsistency in the sense 
of the word as used by accountants. 


For instance, certain machinery and 
equipment may be properly depreciated 
at the rate of 10% per year. Other 
machines may be acquired in a following 
year and properly depreciated at 12% 
or 8% per year because of a different 
useful life. This is not an inconsistency. 
However, if in one year machines are 
depreciated at the rate of 10%, the next 
year at the rate of 15% and the next 
year at 8%, there is an inconsistency 
(which should be mentioned in the ac- 
countant’s report), as well as a breach 
of generally accepted accounting prin- 
ciples because of the arbitrary shifting 
of deductions. If the amounts are ma- 
terial it may be necessary for the ac- 
countant to take an exception in his 
report or even to disclaim an opinion. 


On the other hand, while a change 
from the straight-line method of depre- 
ciation to the sum-of-the-years-digits 
method, is an inconsistency, since it rep- 
resents a change to an _ acceptable 
method, it requires mention but not an 
exception in the auditor’s report. 


Approval of Change in Method 


If the auditor approves a change in 
method, he need not qualify his overall 
opinion; his comment is in the nature 
of an explanation.* 


If an unqualified opinion is rendered, 
it is assumed that the auditor has ap- 
proved the change in method. Despite 
this assumption, there does not appear 
to be any consistent practice in this re- 
spect. In numerous published reports, 
accountants feel impelled to state that 
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they approve of the change. Other ac- 
countants, however, apparently believe 
that no affirmative statement is required. 
In this connection, we may note that the 
Securities and Exchange Commission’s 
rules require an expression of the ac- 
countant’s opinion as to any material 
changes in accounting principles or 
practices. The following quotation from 
Rule 2.02 of Regulation SX is appro- 
priate: 

The accountant’s certificate shall state 
clearly: (i) the opinion of the accountant in 
respect of the financial statements covered by 
the certificate and the accounting principles 
and practices reflected therein; (ii) the opin- 
ion of the accountant as to any material 
changes in accounting principles or practices, 
or method of applying the accounting prin- 
ciples or practices, or adjustments of the ac- 
counts, required to be set forth by rule 3.07; 
and (iii) the nature of, and the opinion of 
the accountant as to, any material differences 
between the accounting principles and _ prac- 
tices reflected in the financial statements and 
those reflected in the accounts after the entry 
of adjustments for the period under review. 


The question may now be raised as to 
whether the profession’s standards of re- 
porting should be revised to provide for 
an explicit affirmation by the auditor as 
to whether or not he approves of a 
change in method. This line of reasoning 
was employed in Statement on Auditing 
Procedure No. 26, which requires that 
the auditor state that he has satisfied 
himself by other means, if he is render- 
ing an unqualified opinion despite fail- 
ure to carry out direct verification pro- 
cedures in connection with receivables 
or inventory. The mere rendering of 
an unqualified opinion did not convey 
strongly enough, or specifically indi- 
cate, that the auditor had in fact satisfied 
himself by other means; hence the need 
for a positive assertion. 


A parallel may exist relative to the 
current discussion, and the same think- 
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ing would lead to the conclusion that 
the auditor should be required to express 
his opinion as to the propriety of any 
change in method. 


First Report of New Auditor 

Another facet of the problem arises 
in connection with the wording of the 
last paragraph of the accountant’s opin- 
ion in new engagements, where he was 
not the auditor during prior years. He 
may satisfy himself as to the consistency 
of the accounting treatment accorded 
the major financial statement items but 
usually does not obtain the detailed 
knowledge thereof which he would have 
possessed if he had been the auditor for 
several years. 


Most CPA firms would make mention 
in a middle paragraph of the standard 
opinion, if there had not been any inde- 
pendent auditor in prior years. Some 
firms would make mention of non-attend- 
ance at the beginning inventory taking. 
Some CPA firms omit the phrase “on a 
basis consistent with that of the preced- 
ing year.” However, only in a rare 
situation does the auditor disclaim re- 
sponsibility for consistency with the 
prior year. 


It seems that this is another area 
which deserves explanation and amplifi- 
cation by the Auditing Procedure Com- 
mittee of the American Institute of Certi- 
fied Public Accountants. 


Examples from Practice 


Numerous illustrations from practice 
are contained in the 1956 edition of 
Accounting Trends and Techniques, pub- 
lished by the Research Department of 
the American Institute of Certified 
Public Accountants. The following ex- 
cerpts from accountants’ published re- 
ports for publicly held corporations 
illustrate the treatment of some items 
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which result in inconsistent financial 

statements. The reader will note thet the 

influence of income taxes often overrides 

basic theoretical accounting considera. 

tions. Accelerated depreciation methods 
: aaeeal) Si 

and the “Lifo” inventory method arose 


primarily as a result of permissive tax 


law changes in a period of rising profits, 


INVENTORIES 


As of January 1, 1955, the company adopted 


the practice of stating inventories of mer 
chandise at the lower of aggregate average 
cost or market and, accordingly, discontinued 
its previous practice of stating normal inven. 
tory quantities at prices in effect at January 
1, 1951. This change in accounting practice 
(which is also an acceptable basis for stating 
inventories) had the effect of increasing the 
amount at which inventories at December 3], 
1955, are stated by approximately $568,000 
and of increasing net income for the year by 
approximately $151,000. In all other material 
respects, the accounting principles were ap- 
plied on a basis consistent with that of the 
preceding year. 


DEPRECIATION 


In our opinion, the above-described  state- 
ments present fairly the financial position of 
XYZ Corporation and subsidiaries at Decem- 
ber 31, 1955 and the results of their operations 
for the year then ended, in conformity with 
generally accepted accounting principles ap- 
plied on a basis consistent with that of the 
preceding year except for the change, which 
we approve, in the method of computing 
depreciation as explained in Note 4. 

Note 4: Depreciation—During 1955. the 
companies, as permitted for tax purposes un- 
der the 1954 Internal Revenue Code, adopted 
the “sum-of-the-years-digits” method of com- 
puting depreciation on all new fixed assets 
acquired since January 1, 1954. The addi- 
tional provision for depreciation, included in 
the accounts for 1955, amounts to $114,472 of 
which $30,716 is applicable to the year 1954. 


Basis OF CONSOLIDATION 


In our opinion, based upon the examination 
made by us and upon the - afore-mentioned 
reports of the other, accountants, the accom- 
panying financial statements present _ fairly 
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the consolidated financial position of The 
ABC Company and its consolidated subsidiary 
companies at December 31, 1955 and 1954, 
and the consolidated results of their opera- 


Consistency 


guides exist for the full understanding 
of its nature and application. It is the 
writer’s conclusion that progress must 















dete Hi sss for the years then ended, in conformity be made in defining these guides and in 
hods |) ith generally accepted accounting principles crystallizing the principles relating to 
‘rose > applied (except for the exclusion in 1955, consistency and reporting thereon. Per- 
> tax with our approval, of the Brazilian subsidiary, haps what is needed is a Statement on 
ofits, J) % stated in Note 1 to the financial state- Auditing Procedure dealing exclusively 
ments) on a consistent basis. k a ‘ 
' with this topic. 
Note 1: All subsidiaries have been con- 
opted ' solidated except a Brazilian subsidiary (elimi- 
a nated from consolidation as of January 1, 1955, 
erase | because of unfavorable exchange conditions) F 
sacl and certain minor subsidiaries. The decon- References 
aS. solidation had no material effect on 1955 con- 
nuary solidated net income... 1. Statement on Auditing Procedure No. 1, 
aie p. 11; Audits by Certified Public Account- 
can : ; ants, pp. 19, 20; Codification of Statements 
‘ating | Conclusion on Auditing Procedure, p. 17. All pub- 
x the ? lished by the American Institute of Certi- 
r 3l, The form and terminology of the Sol Pablia Aensantnle. 
8,000 | auditor’s opinion have received extended ’ 2s 
ar by -_ tue Hecwetoss ‘The 2. Montgomery’s Auditing, Ronald Press, 
esis treatment in accounting erature. Seventh Edition, p. 74. 
need for such analysis is understandable 
> ap- e,e 
f ‘ because of the condensed nature of the 3- Statement on Auditing Procedure No. 23, 
the < the American Institute of Certified Public 
short-form report and the significance Accoantente. 
carried by each phrase. Less coverage ; 
: , P : — * Generally Accepted Auditing Standards, 
however, has been accorded the concept : : , ; 
3 i the American Institute of Certified Public 
state | of consistency with the result that fewer Accountants, p. 51 
ym of 
céem- 
tions 
with 
. Observance of Consistency 
ne 
vhich Consideration of whether or not accounting principles have received 
uting consistent application requires judgment exercise as to whether a change 














is (a) the proper consequence of altered conditions, (b) a change to a pro- 
the cedure of definite preference in general practice from one not enjoying 


$ un such preference, though both procedures may be acceptable, or (c) is 
»pted i merely the choice, when two or more alternative procedures are available, 
com: of an alternative not dictated by change in circumstances and with possibly 
issets ulterior motives. Changes of the last-mentioned type are sometimes adopted 
addi- merely because they bring about more favorable showings of operating 
“ r results or presentation. Consistency of application of accounting principles 
1954, should not be understood as denying a recognition of consistency where 
changes are made necessary by changes in operating conditions or other 
governing circumstances. 
aa from GENERALLY ACCEPTED AUDIT- 


ING STANDARDS, the AICPA, 1954. 
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Motel Accounting 


By C. VERNON Kane, C.P.A. 


Like all accounting systems, motel accounting requires particular sensitivity 
to the unique aspects of the industry. This article is intended to serve as 


an accountant’s guide to installation and administration of a system for | 


the typical motel, as it is distinguished from larger hotel operations. 





Growth and Statistics 


Statistics on the number of motels 
in the country are very conflicting, due 
to the variety of classifications used in 
counting them. The 1954 U.S. Census 
of Business listed 29,425 representing 
a 3,406 increase over 1948. Other 
counts go as high as 50,000 motels. 
The conflict is academic and _ likely 
stems from problems in defining a 
motel, as differentiated from a rooming 
house, hotel, apartment building, etc. 


Comparing the U.S. Census count 
with its count of hotels, there are 24,738 
hotels and their total decreased by 4,916 
between 1948 and 1954. Despite the 
smaller number of hotels, their aggre- 
gate gross was (as expected) substan- 
tially higher than motels—5 times as 
much, in fact. 





C. Vernon Kane, C.P.A. (New York 
and Florida), is the author of Motor 
Courts—FromM PLANNING TO PROFITS 
(Ahrens Pub. Co.) and co-author of 
Business MANAGEMENT FOR HOTELS, 
VoTets AND ResTAuRANTs. The author 
is a partner in the firm of Horwath & 
Horwath and a technical consultant to 
the American Hotel Association. 
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In the four-state area of New York, | 


New Jersey, Pennsylvania and Connecti- 
cut, the motels represent about 12% 
of the total in the country. Without 
regard to the census conflicts, it is 
probable that the four states have a 
total of about 5,000 properties that 
can be classified as motels. Of these, 
well over half are “Mama-Papa” opera- 
tions—small places operated entirely by 
the efforts of a husband and wife. 


Recent Developments 


During the past five years the motel 
industry has undergone a_ sweeping 
change in character. So great indeed 
is the change that it is no small task 
to define the term “motel.” It means 
anything from the remotely located clus- 
ters of cabins to ultra-modern, multi- 
million-dollar projects located virtually 
in the hearts of metropolitan cities. 
Last year at least a dozen motels cost- 
ing an average of $10,000 or more per 
unit were opened, 


Between hotels and self-styled motels 
there is only an artificial distinction. 
prompted mainly by the fact that good 
merchandising dictates use of the term 
“motel.” Although the traveling public 
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Motel Accounting 


may have widely differing visualizations 
of a motel, there is no doubt that most 
travelers by auto are seeking a motel 
for overnight accommodations. 


Most of the old-style cabins have dis- 
appeared from the scene. Today’s 
motels have modern facilities of sur- 
prising completeness. Private _ tele- 
phones, TV sets, radios and luxury 
furnishings are integral parts of modern 
motels. Many have built-in restaurants. 
Some have convention facilities. A few 
provide baby-sitter service. One organ- 
ization of independently owned motels 
requires its members to have all of the 
following: swimming pool, wall-to-wall 
carpeting, restaurant, private phones, 
individual TV sets in rooms and a 
24-hour service. 


Distinction between Motels and Hotels 


As mentioned earlier, modern design 
and facilities have resulted in a loss of 
distinction between hotels and motels. 
Since so many hotels have worked out 
means to offer parking to guests, the 
distinction loses even more sharpness. 
Location is not the prime factor that it 
once was. A “motel” with 150 rooms is 
located virtually in the “Loop” of Chi- 
cago. A few years ago, the writer was 
consulted regarding the feasibility of 
building a motel on a site only a long 
stone’s throw from the heart of Times 
Square in New York City. 


This condition makes our present 
objective all the more troublesome. One 
cannot write about accounting for 
motels without identifying the subject 
rather carefully. It must be said with 
great emphasis that motel accounting 
is for motels only—and not for those 
properties which have all of the charac- 
teristics of hotels except the name. 
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Special Characteristics of Motels 


No Credit Facilities. For our pur- 
poses, the most important characteristic 
of a motel is that it operates on a C.O.D. 
basis—guests must pay in advance for 
rooms and they are granted no credit 
privileges of any kind. This is such an 
important observation that, if not 
understood, the entire import of this 
article can be lost on its readers. 


A motel which does offer credit facili- 
ties may still be classified loosely as a 
motel but—it must use the hotel ac- 
counting system, for which there is a 
uniform classification published by the 
American Hotel Association. For a 
small place that offers guest credit, the 
regular hotel system is scaled down. 


The importance of this distinction lies 
in the system used to control and ac- 
count for income. A hotel gives un- 
limited credit to guests simply upon 
their signing for a room. From then 
on, all of the day-to-day activities of 
operations are concentrated on chan- 
nelling information to the front desk for 
entry on guest accounts. This enables 
the hotel to present the guest with an 
up-to-the-minute bill when he checks 
out. A motel, on the other hand, col- 
lects in advance and has no bookkeep- 
ing problems when the guest checks out. 
All management has to concern itself 
about is with the certainty that each 
day’s stay is paid for in advance. Thus. 
a motel guest who plans to stay for 
several days will have to pay for ail 
of his planned stay in advance or he 
will have to come to the motel office 
each morning and make his payment 
for the forthcoming night. 


Ownership Operation. A dominant 
aspect of motel operations is that they 
are operated by their owners; indeed, 
the profitability often attributed to 
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motels depends on this factor. Any 
business is better operated by owners 
than by hired management. Moreover, 
the motel owner pays himself no salary 
and tends to evaluate his profitability 
without giving consideration to the 
probability that his and his wife’s ef- 
forts are the equivalent of three or 
four employees. 


From the accountant’s standpoint, of 
course, owner-operations produce the 
inevitable problems of internal control 
procedures. Added to this is the proba- 
bility that most motels are located sufh- 
ciently far away from commercial cen- 
ters so that there is no convenient way 
to make quick check-ups or straighten 
out the many little problems of keeping 
the accounts. 


No Uniform System. Motels have not 
gotten together for adoption of a uni- 
form system of accounts. The primary 
explanation of this lack rests with the 
looseness of industry associations— 
which are the prime movers of uni- 
formity of accounting. 


The typical motel owner works al- 
most every day of the year. He counts 
himself lucky to be able to attend local 
or state meetings of his fellow moteliers. 
Few such groups are strong enough to 
pursue the matter of uniform account- 
ing. Even if they were, another major 
obstacle intervenes; namely, the custom 
of owners to keep their own records 
and, therefore, to be impatient with 
some of the refinements of a system. 


Internal Control 


Like any other small owner-managed 
business, a motel’s internal control is 
only as widespread and effective as the 
owner chooses to make it. With his 
hand into almost every phase of opera- 
tions, the motel owner is not concerned 
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with the formalities of internal control, 
This, of course, creates conditions 
which make it difficult to install an 
effective system of accounting and even 
more difficult to audit effectively. 


Yet, it must be understood that con- 
ditions are not always favorable to good 
internal control. For example, it is im- 
practical to require that cash receipts 
be deposited intact each day—because 
many motels are too distant from banks 
and have no armored car service availa- 
ble. The inevitable concomitant is that 
cash receipts are freely utilized to make 
cash disbursements — the net excess 
being deposited from time to time. 


State law may require a motel owner 
to register each guest—but does not 
require him to prepare an account for 
each. Thus, each day’s receipts may be 
simply recorded as a lump sum with no 
convenient way to trace the detail at 
such time as an audit is conducted. 


Expenditures are handled with equal 
(albeit unintended) disdain for the 
accountant’s special preferences. A typi- 
cal motel owner will make payments 
via whatever is the most convenient 
means: cash he received from guests, 
an unnumbered counter check or some 
money in his pocket which might repre- 
sent unrecorded drawings of profit. All 
told, the most important achievement of 
accounting for motels is to persuade 
their owners to maintain suitable 
records, 


Suggested System of Accounts 


Following considerable experimenta- 
tion, we have adopted a system of ac- 
counts which follows somewhat along 
the lines of the departmentalized system 
employed in the hotel field. At least 
one of the merits we claim for this 
system is that it can be expanded easily 
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for motels which are willing to take 





some trouble to have detailed accounts. 


Statement of Income. Our concept 
of the most useful Statement of Income 
is as follows: 


INCOME: 
DNR: BIR 95 ares a uscies ores XXX 
Restaurant income ...... XXX 
Other income ........ oixs's bee 
Total Income ........ XXX 
EXPENSES: 
Payroll as aleiere-ee'e ee. ©.%, 4 
Housekeeping Expense ... XXX 
Administrative Expense .. XXX 
Advertising & Promotion... XXX 
Heat, Light & Power XXX 
Repairs & Maintenance .... XXX 
Total Expenses ..... , XXX 
OpeRATING PROFIT ........ XXX 
Fixep CHARGES: 
Property taxes ........0. XXX 
Property insurance ....... XXX 
SS ee Ke vialeiee sles eee 
Depreciation ........ . XXX 
Cee Scare eueeraielars XXX 
Total Fixed Charges XXX 
Net Prorit Berore INCOME eA 
MMR: go aigrd a ccdetanicigaiens XXX 


Subclassifications. If the accounts 
are kept so as to yield the above results, 
a motel is certainly abreast of record- 
keeping in the industry. Some prefer 
to go beyond those major classifica- 
tions, however, in order to have the 
benefit of a statement which provides 
the appropriate expense detail of de- 
partments. 


Room sales are __ self-explanatory. 
Restaurant income generally is the in- 
come from lease of the facility to an 
operator. If the motel operates its 
own restaurant, it must have proper 
sub-classifications. Other income con- 
sists of all other receipts—generally 
the motel share of coin collections from 
cigarette machines, TV-set rentals, etc. 
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shown 
heading, 


classifications are 
departmental 


Expense 
under each 
below: 


Payroll 





Management 
Maids 
Maintenance men 
Payroll taxes 


Housekeeping 


Laundry 

Linen 

Guest supplies 
Cleaning supplies 
Decorations 
Miscellaneous 
Administrative 

Printing and stationery 
Dues and subscriptions 
Professional services 
Licenses 

Liability insurance 
Postage 

Telephone 

Donations 

Auto expense 
Miscellaneous 


Literature 
Outdoor space 
Newspaper space 
Entertaining 


Heat, Light and Power 





Electricity 
Water 
Fuel 
Supplies 


Repairs and Maintenance 
Building 
Furnishings 
Painting, decorating 
Electrical and mechanical 
Swimmirg Pool 
Miscellaneous 


equipment 


The above are the basic accounts. 
Of course, they may be expanded for 
special situations. For example, several 
motels offer a free pick-up breakfast 
to all guests in order to avoid the 
need of a restaurant. This expense can 
be classified as “Free Services” under 
Advertising—and includes free news- 
papers or other items which might 
otherwise be charged for. 
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Balance Sheet. The balance sheet 
detail depends entirely upon the detail 
desired and the data available for its 
determination. Fixed assets are so dom- 
inant a part of the balance sheet that 
virtually all other items represent non- 
material ones. A useful illustration is 
as follows: 


ASSETS 


Cash on hand and in banks 
Prepaid expenses 
Fixed Assets: 
Building 
Furnishings 
Total 


Allowance for depreciation 


Other Assets 


LIABILITIES AND CAPITAL 


Accounts payable 
Accrued and withheld taxes 
Accrued expenses 
Mortgage Payable 
Capital Accounts 

Obviously, the above is a quite rudi- 
mentary disclosure. Yet, there are prac- 
tically no major problems of statement 
presentation. A motel may have some 
deferred income at the balance sheet 
date by virtue of its practice of collect- 
ing in advance. Except in resort opera- 
tions, however, it is doubtful that de- 
ferred can ever represent a 
significant amount. 


income 


Accounts payable and accrued ex- 
penses often are insignificant. We make 
it a practice to review unpaid bills at 
the fiscal year-end but we make no 
adjustment unless the unpaid accounts 
are more than those normally experi- 
enced from year to year. Accrued ex- 
pense generally is represented by inter- 
est on the mortgage. 


Statistics. When we are successful in 
persuading the owner to maintain the 
detail, we will include in his statement 
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information on occupancy and averag 


rates. 


Our firm has not found it possibk) 
to maintain any national statistics of) 
motel operations—however, a_reliabk 
annual study is maintained by Touris¥ 
Court Journal, a monthly motel pub. 








lication. 





System Installation 


Only in rare cases is an accountant 
fortunate enough to be called in as soon) 
as the motel begins operations. Mor} 
often, it gets under way and the owner} 


suddenly awakens to the realization that 


he is getting into a difficult situation. | 
Accordingly, the first task is to get} 


started a system of handling data. 


The basic material of system installa- 


tion is not unlike any other cash-basis } 


type of business. The accountant has 
to see that the place has obtained the 
necessary state and federal payroll 
“numbers” and is aware of the require- 
ments of payroll records, withholding. 
etc. 


Generally, the owner has obtained his 
guest registration cards. He will have 
arranged for banking facilities, al- 
though he may still have all his cash 
receipts locked up somewhere on the 
premises of the motel. 


Aside from the regular problems of 
getting an amateur started in business. 
the major problems of system installa- 
tion include the following: 


1. Establish a daily report system. 


2. Establish a 
bills. 


filing system for paid 


9 


3. Teach the owner or his delegate how 
to record the basic records of receipts 
and disbursements. 


Naturally, there are many motel: 


owners who expect the accountant to 
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handle each and every phase of book- 
keeping. We have never undertaken 
any service on that basis, partly because 
we do not like the bookkeeping-service 
type of account and partly because we 
believe the owner should get the value 
of keeping some kind of records. 


The Daily Report 


Accounting for and controlling in- 
come is the most important and diffi- 
cult task of getting a system installed 
and maintained. In almost every case, 
we have found our primary problem is 
to get the owner to keep daily reports. 
They are important not only for infor- 
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mation on business but for use as the 
source of recording the books of origi- 
nal entry. 


In theory, the best possible system is 
to have the motel maintain an account 
for each guest and balance guest ac- 
counts daily via the hotel type of trans- 
cript. In practice, however, we have 
reconciled ourselves to the understand- 
ing that few motel owners are going 
to maintain guest accounts for their 
strictly C. O. D. basis of doing business. 
Figure I is an illustration of what 
might be called the average of the 
variety of daily reports we have found 
successful. 





FIGURE I 


Weather: 


MOTEL DAILY REPORT 


Date: 





INCOME AND RECEIPTS 





No. Pty. Balance Charge Cash Balance 
t 2 $ — $1000$1000 $ — 
z 1 — 8.00 24.00 ( 16.00) 
3 2 (12.00) 12.00 — — 
4 2 ( 20.00) 10.00 — ( 10.00) 
go: 2 12.00 — 12.00 — 
6 2 8.00 10.00 18.00 — 


~ 


(OTHER DETAIL NOT SHOWN) 


24 


39 ($92.00) $212.00 $240.00 ($120.00) 











CASH DISBURSEMENTS 








Classification Amount 
Housekeeping 
SUD DHES” aaincnenakecxnnue wee $12.25 
Administrative 
ee MOMEEE icccvnccteecwunceuse 4.00 
$16.25 








DAILY CASH RECONCILIATION 


Balance, yesterday ..........sce0 $122.34 
Receipts: 
Room reniele os o6ccsccecavecus 240.00 
Rental: tak. 62.04 Ae ceceseeeves — 
Other (coin collect)............ 19.20 
POlaR sees belies Coke $381.54 
Disbursements: 
Expenses (above) ............. $ 16.25 
Personal drawings ............. 50.00 
PIODUGIO cinco xe ccvcae ccueendne 220.00 
POtan kein ceaeens $286.25 
Balance; todavo ccs .cacucdecoutew $ 95.29 














Explanation of Daily Report 


Headings. The weather is indicated 
because motel business tends to fluctuate 
somewhat with weather conditions. The 
day of the week is indicated also be- 
cause business will fluctuate by different 
days. 


Income and Receipts. This section 
is a self-balancing device to enable the 
owner to check on the receipts of all 
monies due and on the balance of time 
of each unit paid for in advance. The 
first 6 units are illustrated to show all 
possible situations: 


1. This was a one-night party of two 
whose charge was $10, paid for on reg- 
istration. 


2. A party of one person paid for his 
accommodations for 3 nights in ad- 
vance at the rate of $8 per night, of 
which only that amount is shown as the 
day’s income or charge. 


3. This party of two had paid in ad- 
vance up to the day involved here. They 
checked out. 


4, A party of two had paid in advance 
for two days up to this day. A charge 
is shown to reduce the balance, leaving 
the party with one more day paid for 
in advance. 


5. A party of two did not pay for 
the day and it was collected when they 
checked out—although it is very in- 
frequent for guests to be able to stay 
without paying in advance. 


6. A party was in the night before at 
an $8 rate which was not paid until 
today, when the party left. The same 
unit became occupied with a party of 
two who paid $10 for the day. Thus, 
of the $18 shown as received, $8 was a 
carryover due from the prior day and 
$10 is payment in advance for the new 
occupants. 


$44 
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Cash Disbursements. Cash items dis. 
bursed are shown in their respective 
classifications. 






Daily Cash Reconciliation. A cash 
balance of $122.34 was on hand at 
the end of the prior day. Receipis of 
room rentals were $240.00, as shown in 
the total of that section. A sum of 
$19.20 was received on the check of the 
cigarette machine—all totaling $381.54. 
The owner spent $16.25, as indicated 
in the upper section; he withdrew for 
personal use the sum of $50 and he 
made a deposit to the bank account of 
$220. Thus, he is left with $95.29 cash 


on hand. 












Variations. Many variations of the 
illustrated daily report are in use. Some 
motel owners prefer not to have the 
self-balancing device for receipts: in- 
stead, they merely record receipts and 
indicate the date to which a room is 
paid. 


A very desirable modification is to 
persuade a motel owner to use the 
imprest cash-fund system, so that all 
of his cash pay-outs are reimbursed by 
check. However, realism dictates mak- 
ing provision for owners to account for 
pay-outs from receipts and for their 
tendency not to make deposits intact 
of all receipts. In the illustrated form, 
a favorable aspect is the daily recon- 
ciliation of cash. This reminds an 
owner daily of the need for accurate 
accounting of his receipts and dis- 
bursements. 


Books of Original Entry 

As indicated earlier, we try to ar- 
range for a motel owner or his clerk to 
maintain the books of original entry— 
the cash receipts and cash disburse- 
ments journals. This is not too impos- 
ing a task if he follows instructions and, 
especially, if he maintains the accuracy 
of the daily report. 
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Cash Receipts Journal. This journal 
is a columnar arrangement which con- 
forms with the totals shown in the daily 
report Cash Reconciliation section. Each 


RECEIPTS 





Tax - Other 


$240.00 i 


Rentals 


Date 


May 6 





$19.20 


The “total” and balance columns are 
unnecessary in the receipts journal 
since neither is posted anywhere into 
the general ledger. 





Cash Disbursements Journal. This is 
Date Payee Ck. No. Bank 
May 5 — oon _- 
May 6 Jones Laundry 123 47.80 


The above is partial in the sense that 
four other major classifications (Ad- 
ministration; Advertising; Heat, Light 
& Power; Repairs & Maintenance) are 
not shown—but they would be _hori- 
zontally columnarized the same as 
Housekeeping. In addition, there is a 
column heading for “Sundry”—other 
items not chargeable to any depart- 
ment. 


The objective is to identify the col- 
umnar headings with the distribution 
and detail shown in the illustrated state- 
ments. In the illustration above, two 
entries are shown: (a) the entry for 
cash pay-outs of May 5, per. the daily 
report for that day and (b) an assumed 
disbursement by check. The cash entry 
is partial, of course, in the sense that 
the $4.00 postage entry will be entered 
in the Administrative section of the dis- 
bursements’ journal. 


The..double..column: for cash. (Bank 
and Cash) is te enable. proper posting 
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day the totals of that section are copied 
into the receipts journal. Using the 
daily report example, the journal would 
appear as follows: 














DISBURSEMENTS 
Expenses Drawings < Deposits 
$16.25 $50.00 $220.00 


a combination for both check and cash 
disbursements. The receipts journal 
merely carries the total of cash pay- 
outs: their detail is recorded in the 
disbursements journal. It is a columnar 
book set up somewhat as follows: 








Cash Payroll | Housekeeping Dept. 
16.25 _- 12.25 Supplies 
— — 47.80 Laundry 


of totals. The monthly total of Cash 
has to balance exactly with the monthly 
total of the two columns in the cash 
receipts journal (Expenses and Draw- 
ings). In posting, these two items are 
debited to a “Cash Clearing” account 
and they offset a credit posting for the 
monthly total appearing in the dis- 
bursements journal. 


Administration of Motel Engagement 


The first problem—system _installa- 
tion—is accompanied by a problem of 
getting a motel engagement on to some 
basis of administration by the account- 
ant. It must be kept in mind. that 
motels, as.a class, cannot afford much 
in the way of outside services -(account- 
ing or otherwise) because one of ‘the 
requirements of profitable operations is 
that an owner become a versatile, self- 
serving person. Not the least of the 
reasons for this is that most motels are 
not located within easy access to profes- 
sional and other skilled trades. 


545 








Our general routine is somewhat as 
follows: 


1. We install a system of accounts and 
teach the owner or his clerk how to 
maintain it. 


2. We review the records available for 
the establishment of general ledger ac- 
counts. 


3. We visit the motel periodically to 
correct and post journals, give further 
instructions and prepare statements. 


As is the case with any business 
using unskilled bookkeeping help, a 
client cannot be left on his own for 
an entire year. We make an interim 
examination at least once a year, that 
is, at the end of the first six months. 
Just as often, however, we find it de- 
sirable to handle the account on a quar- 
terly basis. 


General Ledger Accounts 


More often than not, an accountant 
is called into a motel engagement after 
the place has operated for several 
weeks, or months, in a somewhat helter- 
skelter fashion. Not the least problem 
is to work out the opening entries for 
general ledger purposes. A motel is 
acquired either by original construc- 
by purchase from another 
owner. In the latter situation, the real 
estate closing papers represent the 
source material for entries. When the 
property is newly built, however, it may 
not be so easy to determine how much 
ownership equity is identifiable. This 
is because many owners tend to engage 
contractors for heavy building work, 
followed by ownership work on interior 
finish and furnishings. In the rush to 
complete arrangements to open it is 
not uncommon to find that an owner 
has misplaced invoices, paid cash out 
of his pocket for some assets or applied 


tion or 
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other kinds of techniques equally diff. 
cult to verify. 


Purchase of an existing, operating 
motel involves the problem of alloca. 
tion of total purchase price between 
land, building and furnishings. We 
have consistently followed the policy 
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The fact that land may have an inde. 
pendent appraisal value in excess of our 
percentage allocation is deemed irrele- 
vant. For example, if a motel cost 
$200,000 in total and we allocate $20,000 | 
(10% of total cost) to land, we are not | 
concerned with the possibility that the | 
land might be worth substantially more 
by comparison with comparable land 
sites. This view is held because a land 
site is only as valuable as it has been 
put to usefulness—and few motels ever 
can justify spending on land more than 
10% of the total cost of the property. 


Interim Work 


Between the time a system is installed 
and the year-end audit there is little an 
accountant can do beyond seeing to it 
that the record-keeping routine is main- 
tained. For sole proprietorships or 
single-stockholder corporations, not too 
much value is served by interim state- 
ments. We have found it desirable to 
prepare a mid-year statement but largely 
for the sake of assuring ourselves that 
no major bookkeeping problems are 
going unsolved. Of course, in the case 
of multiple ownership it may be desir- 
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diffi. | 
statements. 


It should be kept in mind that motel 


able to have quarterly or even monthly 


erating | 


alloca- | bookkeeping is fairly simple to an ac- 
vetween | countant but it can represent a major 
s. We undertaking in the eyes of the untrained 
policy, owner or his clerk. Consequently, we 
‘isal al-| have learned to give most, attention in 


elief as| the first few months—which serve as a 

ipplied, | time of training the amateur bookkeeper 

in how to handle the daily and other 

10% ‘routines. Obviously, this is eliminated 

70 in cases where the accountant arranges 

99 {to have all material sent to his office 
where the books are kept entirely. 


100% 


| Year-end Examination 
; 





| At the fiscal year-end, the accountant 
n inde} must be prepared to post journals of 
of Our | original entry to the ledger, make ad- 
'trele- | justing entries and prepare a statement. 


l cost | Adjusting entries usually consist of 
20,000 depreciation, amortization of prepay- 


are Not | ments of insurance, etc., and accrual 
hat the | of interest on debt are among the entries 
y more needed to properly reflect the financial 
e lan 
aland) Bee. eas 
s been Frequently we encounter difficulties in 
getting the mortgage debt stated proper- 


Is ever | 
-e than |'Y: Many motel mortgages call for es- 


| 
operty. 


status. 


‘crow deposits of taxes and insurance— 
jas part of the monthly payments. Ac- 
jcordingly, it is necessary to make an 
analysis of the total payments and agree 
the results with those appearing on the 
mortgage company records. 
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It cannot be said that a motel exami- 
nation is an audit in the strict sense of 
the term. Rather, the primary function 
of the accountant may be that of com- 
pleting the record-keeping which has 
proceeded along primarily on a cash 
receipts and disbursements basis. 


A major audit problem can be that of 
reconciling receipts, deposits and with- 
drawals. Earlier, it was explained that 
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not too many motels find it practical 
to make daily deposits intact of all re- 
ceipts. Rather than attempting to trace 
and reconcile detail, we generally charge 
to owner’s drawings any excess of re- 
ceipts over deposits. The excess is de- 
terminable by the total of daily receipts 
recorded on each day’s report of busi- 
ness done. When faced with imposing 
charges to drawing accounts, most motel 
owners tend to become considerably 
more careful in handling receipts and 
accounting for cash payments. 


Taxation 


Some of the problems to be discussed 
here are not exclusively taxation matters 
but may have the usual relationships. 
Income taxation has not represented a 
major factor in motel operations because 
the profitability of the industry as a 
whole is very much over-rated. 


Motels have been more rapidly de- 
preciated than most properties involving 
heavy investment in fixed assets. Theo- 
retically, they should not bear any faster 
depreciation than hotels but, in practice, 
motel-owners have shown remarkable 
success in obtaining favorable treatment 
at the hands of tax administrators. To 
some extent, this is a negative situation 
—in the sense that few motels are ex- 
amined; thus, their owners convince one 
another that reported results are ac- 
cepted results. 


Motel building depreciation varies 
from ten years to forty years, depending 
upon the kind of construction and extent 
of examination of returns. Several 
motels known to the writer have filed 
returns showing twelve-fifteen-year-life 
estimates for building and not been 
questioned. Obviously, they must be in 
the minority. Given the task of establish- 
ing the depreciation rate of a motel, 
we tend to estimate the building life at 
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twenty years. We are motivated by the room furniture lasting for more than 
fact that the industry has grown so _ six to eight years. 

rapidly that obsolescence has become a Operating assets—glassware, linen— 
very important consideration. However, +e better inventoried as supplies than 
it is worthwhile observing that few of the depreciated. Failing to persuade an 
newer motels can have that short life 4. ner to do this, the only recourse is to B 
applied because recently-built properties rite them off over a three-year period, 
usually are in the likeness of motor- come owners capitalize the original pur. 
hotels, that is, they include the facilities (jase and expense all replacements— 


of a hotel and generally are built for , method which has been approved by 
much greater permanence that those ofa ome examining agents 


decade ago. Then, many places were ; F.9d) | 
built of frame with some kind of per- Since the Doak = (234 F. 2d) 
and its related line, it seems unquestion- 


manent-looking veneer trim designed to hake bs 
give the appearance of brick or stone. ably true that the Treasury is indisposed 


In S. P. McCall (T. C. Memo, 1954), to permitting sole proprietors or part: 
the Court recognized the impermanence ners the privilege of deducting all of the 
of this kind of construction and allowed ©XPEMSeS connected with business pe 
a twenty-year life. ises in which they reside. In this cir-§ it 
cumstance the proprietor is supposed to bt 
For somewhat the same reasons as _ eliminate from his tax return such a por-} in 
those given above, we tend to use an tion of deductions for all expenses andj ot 
estimated life of less than ten years for depreciation as represents the property he 
furnishings. Few, except newer, motels occupied for living purposes. If the} p! 
have been furnished with good material motel is incorporated, no such limitation CO 
and, as a matter of some experience, applies because the owner then becomes} Wi 





the typical motel cannot count on its an employee of his corporation. en 
bo 
ce Ted be 
. mi 
Law and Accounting Ww 
Judicial pronouncements on accounting matters cannot be accepted out 
of context. Rarely have the courts had an opportunity to consider account- 
ing principles free of legislative or contractual involvement, for absent such se] 
involvement there is little chance of litigation. If the source of the dif_i- su 
culty is a commercial contract, the court will endeavor to find the account- lia 
ing intent of the contracting parties and will not gratuitously write into the 
contract generally accepted principles of accounting. If the source be the _ 
law of estates, the law will apply estate accounting precedents regardless Cr 
of their nonconformity to general accounting principles. If the question me 
relates to the payment of dividends, the court will construe the applicable we 
state statute to determine whether its minimum requirements have been e. 
met. And if the source be statutory regulation, the court will disregard 19. 
accounting principles which do not conform to regulatory prescription. pre 
from Tue Law oF AccounTING AND FINANCIAL STATE- of 
MENTS by George S. Hills, Little, Brown and Co., 1957. sen 
He 
Ac 


548 August} 195 








than 


linen— 
es than 
ide an 
se is to 
period, 
ial pur. 
nents— 
ved by 


. 2d) 


1estion- 


isposed | 


r part: 
| of the 
; prem: 
nis cir: 
osed to 
| a por: 


es and} 


roperty 

If the 
\itation 
ecomes 





August 





Book Value of Net Worth 


By CuarLes Hecut, C.P.A. 


This article enlarges on the principles enunciated in Accounting 
Terminology Bulletin No. 3 and suggests the hazards involved 
in the use of the term Book Value in buy-sell agreements. 


At times there is a quirk in human 
nature which is difficult to explain when 
it comes to selling an interest in a 
business at book value. The quirk lies 
in the ready acceptance of a term with- 
out explicit definition when that term 
has been the subject of varying inter- 
pretations. In his mind the seller 
considers book value to be synonymous 
with market value. He is the one who 
enters into an agreement to sell at 
book value, expecting all the while to 
be paid more than book value, i.e., 
market value; the result—litigation. 


What is Meant by Book Value? 


The capital of an enterprise is repre- 
sented by the difference between the 
sum of the assets and the sum of the 
liabilities carried on the books of ac- 





Cuartes Hecut, C.P.A., has been a 
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was a member of the New York State 
Council on Accountancy from 1932 to 
1947 and has served our Society as vice- 
president and as chairman or member 
of numerous committees. Mr. Hecht is 
senior partner of the firm of Charles 
Hecht & Company, Certified Public 


Accountants. 
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count; hence, the book value is the 
amount of the capital which is carried 
in the accounts whether it is a sole 
proprietorship, a partnership or a cor- 
poration. Book value is a measurement 
of the net assets represented by the 
sum of the net worth accounts at a 
given moment of time. It does not nor 
is it supposed to represent the earning 
value, which may be more or less than 
the book value. Book value, except in 
rare cases, does not take into account 
goodwill unless it has been purchased. 

The Committee on Terminology of 
the American Institute of Accountants 
in its Terminology Bulletin No. 3 on 
“Book Value” (issued in August, 1956) 
has suggested that the use of the term 
in referring to financial statement items 
would represent a “pointless truism” 
and should be discontinued. More spe- 
cific terminology is recommended as a 
substitute, such as “cost less deprecia- 
tion” or “lower of cost or current re- 
placement cost.” 

The Committee recognized that the 
term book value is sometimes used in 
describing balances as recorded in the 
accounts and reflected in the financial 
statements in accordance with the ac- 
counting principles related to the item. 
Whether or not the accounting prin- 
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ciples referred to are assumed to be 
generally accepted is apparently an 
additional factor which has made for 
confusion. The following definition is 
suggested by the Committee in cases 
where the intent of the parties is not 
clear but the term book value has been 
used in referring to owners’ equity. 

“Book value is the amount shown on 
accounting records or related financial 
statements at or as of the date when 
the determination is made, after adjust- 
ments necessary to reflect (1) correc- 
tions of errors, and (2) the application 
of accounting practices which have been 
consistently followed.” 

Although the Institute’s pronounce- 
ment is a addition to the 
literature on this vexing problem, sev- 
eral questions can be 
raised relative to the above definition. 
What criteria exist to judge the exist- 
ence and nature of any “errors”? Are 
the accounting practices those which are 
generally accepted or those which have 
actually been applied in the particular 
enterprise? Does the definition place 
the emphasis upon consistency or upon 
the propriety of the applied practices? 
It is noteworthy that the Bulletin con- 
cludes with a recommendation that the 
term book value be avoided and that any 
agreement should provide for explicit 
understanding as to the values to be 
assigned to specific items. 


welcome 


nevertheless 


Varying Legal Interpretations 


It is unfortunate that the courts in 
both this country and Great Britain have 
been unable to resolve the meaning of 
book value although the legal and ac- 
counting professions are in accord as 
to the proper interpretation. Some of 
our State courts have held that where 
the agreement called for the sale of a 
business interest at book value, book 
value was all that the seller was entitled 
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to receive, even though he expected 
more because of the appreciation of 
some of the assets which were being 
disposed of. However, other courts 
have read into the agreement that the 
intent of the seller was to receive more 
than book value, and decided according. 
ly. To offset this, the attorney for the 
purchaser will doubtless insist upon 
introducing language into the agree- 
ment which will bind the seller to book 
value. The courts may be impressed 
by such positive language. 

The problem of determining the exact 
meaning of the words book value 
plagues the courts of other countries 
as well as those of our own. An Eng: 
lish judge, after listening to considerable 
expert testimony concerning the value 
of the minority interest of a shareholder 
in a corporation, was so perplexed that 
he stated: “The result is that I must 
enter into a dim world peopled by the 
indeterminate spirits of a fictitious 
world”. (Accountant [Eng.], May 1, 
1954.) 

A study of some of the disputes which 
have reached the courts leads to the 
conclusion that the experience and 
knowledge of the professional account- 
ant would have served the seller well 
and would have been of assistance in 
giving the lawyer information to be 
incorporated in the buy-sell agreement. 


Specific Items to be Considered 


In order to avoid the differences 
which arise in the interpretation of 
book value, the agreement to sell an 
interest in a business should be explicit 
with regard to the values to be received 
for the following: 


1. Accounts receivable and allowance for 
doubtful accounts. 
2. Merchandise: 
a. Ready for sale. 
August 
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|). In process of manufacture, 


ec. Raw materials. 

3. Land, buildings, machinery and equip- 
ment, 

4, Accumulated allowances for depreciation 
and accelerated depreciation. 

5. Investments. 

6. Income taxes—Federal, State and local. 


Lifo method of inventory valuation. 


8. Special reserves created from retained 


earnings. 
9, Long-term leases. 


Redemption price of preferred stock when 


such price is more than the par or stated 
value. 


ll. Stock options. 

12. Dividend restrictions. 

13. Interest in default. 

14. Patent infringements. 

15. Price decline on purchase commitments. 
16. Goodwill. 

Market Value 


Accountants and lawyers know that 
market value represents the price which 
a willing buyer will pay a willing seller 
for something which the seller wishes 
to dispose of and the buyer wishes to 
acquire, dealing with each other at 
arm’s length. To avoid misunderstand- 
ing and litigation, the seller should be 
advised that he will be entitled to the 
recorded cost of his investment only, 
when the agreement of sale provides that 
book value is the price to be received 
by him. Using this approach, a study 
of the situation should be made before 
an agreement is prepared; it will then 
clearly define what the seller has in 
mind. 

There are several methods which are 
utilized in determining fair market 
value. One of these is to average the 
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net profits over a period of five years, 
subtract therefrom an amount equivalent 
to a reasonable rate of return on the 
net assets and divide the remainder by 
a higher rate of return to obtain a 
goodwill value. This method has been 
used by Federal estate taxing authori- 
ties over a number of years. 


Book Value of Net Worth 


A buy-sell agreement that calls for 
the payment of capital at book value 
may be harmful to the seller. Where 
the sale is predicated upon the book 
value of the net worth, the seller re- 
ceives no compensation for the net 
profits in excess of normal return which 
the business is expected to earn under 
equally competent management. This 
is one of the inherent weaknesses in 
selling a business at its book value. 

There may be some situations where 
the owners of an enterprise have entered 
into an agreement to acquire the capital 
of one or more of the owners at book 
value, to take advantage of the appre- 
ciation in the value of the seller’s capital 
or in the expectation that the surviving 
owners by reason of their managerial 
ability and “know-how” will benefit by 
the deal. Unless the agreement for sale 
and purchase is explicit in its terms to 
protect the interested parties, litigation 
may result. 


Possible Loss of Benefits 

Where the agreement to sell specifies 
that the seller is to receive book value 
for his interest in the business, he loses 
one or more of the following benefits: 
1. The profit which would be realized 
from the sale of finished goods espe- 
cially where firm sales commitments 
exist. 
2. The replacement cost of inventories 
which may be in excess of amounts as 
stated in the books of account. 
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Book Value 


3. The current value of land and build- 
ings. 

4. The replacement cost of machinery 
and equipment. 

5. The market value 
owned by the enterprise. 
6. The market value 
leases. 

7. The extra earning power of a profit- 
able business, commonly known 
goodwill. 

8. Additions to capital of unnecessary 
liability reserves; surplus reserves, of 
course, constitute part of capital. 


of 


investments 


of 


long-term 


as 


The foregoing benefits may not be 
lost to the seller if the agreement to sell 
is the result of negotiations between 
the buyer and the seller and such nego- 
tiations are reduced to writing. 


The Need for Explicit Agreement 


Most businessmen consider that the 
capital appearing on their books of 





of Net Worth 









account represents their real worth, 
Balance sheets do not take account of 
appreciation in value. The figures | 
which they show are historic costs, 
Some historic costs do not represent 
present costs, i.e., fair value. This is 
why buy-sell agreements using book 
value as the sales price of the capital 
engender misunderstandings, not alone 
among businessmen but also among ex: 









perts and courts. 

The balance sheet should be the start- 
ing point for the drawing of any buy- 
sell agreement. Each of the components 
should receive separate consideration, to 
the end that supplemental information 
may furnish sufficient data to permit 
negotiations between the buyer and the 
seller, leading to the drawing of agree- 
ments which will be binding on both 
parties; otherwise the courts will con- 
tinue to be plagued with the problem 
of determining the meaning of book 
value. 





the tools of our profession. .. . 


The Right Word 


Where correctness must be combined with compactness, as in the , 
accountant’s report, the right word is important. 
ourselves with the exact meaning of words can we hope to express what 
we mean in a manner which others will understand. 

We should first of all learn to use correctly certain words which are 


Quantity, number, and amount are words the auditor uses constantly. 


Only by familiarizing 





When incorrectly used they are especially inept. The correct choice takes 
only a moment’s thought. Instead of “a large amount of lumber” we should 
obviously say “a large quantity of lumber.” In the sentence, “A consider- 
able amount of changes will be required,” amount should clearly be 
number. 

We may speak of a potential profit but it is less fitting to speak of a 
potential loss, since potential is a word with good connotations, being de- 
rived from the word potent. Possible is therefore a better adjective than 
potential to couple with loss. 

Biennial is often found when semiannual is meant... . 

Bonds have a principal amount, not a par value. Par value applies to 
capital stocks. 


from Rerort Writinc For Accountants by 
Jennie M. Palen, Prentice-Hall, Inc., 1955. 
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Official Decisions and Releases 


A reprint of those sections of AFL-CIO Codes of 
Ethical Practices (Publication No. 50, re-issued 
June 1957) dealing with union financial practices. 


Ethical Practices Code II — — 


HEALTH AND WELFARE FUNDS 
(Approved by the AFL-CIO Executive Council, January 31, 1957) 


At its June, 1956, meeting the Execu- 
tive Council directed the Committee on 
Ethical Practices “to develop a set of 
principles and guides for adoption by 
the AFL-CIO in order to implement the 
constitutional determination that the 
AFL-CIO shall be and remain free from 
all corrupt influences” and directed that 
such recommended guides and _ princi- 
ples be submitted to the Council. In 
accordance with this direction, and its 
constitutional responsibilities, the Com- 
mittee on Ethical Practices submitted to 
the Executive Council at its August, 
1956, meeting the first of a proposed 
series of recommended This 
code covering the issuance of local 
union charters was unanimously adopt- 
ed by the Council. 

This report, and the recommended 
code contained in it, is the second in 
the series which the Committee, in ac- 
cordance with the Council’s direction, 
is developing to implement the consti- 
tutional mandate that the AFL-CIO shall 
be and remain free from any and all 
corrupt influences and the determination 
of the first Constitutional Convention 


of the AFL-CIO that the reputations of 
1957 


codes. 


the vast majority of labor union officials, 
who accept their responsibilities and 
trust, are “imperiled by the dishonest, 
corrupt, unethical practices of the few 
who betray their trust and who look 
upon the trade union movement not as 
a brotherhood to serve the general wel- 
fare, but as a means to advance their 
own selfish purposes. . . .” 

Both the American Federation of 
Labor and the Congress of Industrial 
Organizations prior to the merger of 
these two organizations into the AFL- 
CIO gave thorough consideration to 
the subject of Health and Welfare 
Funds. This subject was also considered 
by and dealt with by the First Con- 
stitutional Convention of the AFL-CIO 
and a resolution dealing with this sub- 
ject matter was adopted by that con- 
vention. 

As stated in the resojution adopted by 
the First Constitutional Convention of 
the AFL-CIO, the task of administering 
and operating health and welfare pro- 
grams which have been developed 
through collective bargaining has placed 
heavy new responsibilities upon the 
shoulders of trade union officials. The 
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funds involved are paid for through the 
labor of the workers covered by the 
plans. They must be administered, 
therefore. as a high trust for the benefit 
only of those workers. 

Most trade union officials have been 
faithful to the high trust which has 
been imposed upon them because of 
the development of health and welfare 
funds. The malfeasances of a few, how- 
ever. have served to bring into disre- 
pute not only the officials of the particu- 
lar unions involved, but also the good 
name of the entire American labor 
movement. For this reason, it is im- 
perative that the AFL-CIO and each of 
the national and international unions 
affiliated with it rigorously adhere to 
the highest ethical standards in dealing 
with the subject of health and welfare 
funds. 

For these reasons, the Ethical Prac- 
tices Committee. under the authority 
vested in it by the Constitution of the 
AFL-CIO and pursuant to the mandate 
of the First Constitutional Convention 
of the AFL-CIO, recommends that the 
Executive Council of the AFL-CIO 
adopt the following policies to safeguard 
the good name of the AFL-CIO and its 
afliliated unions: 

1. No union official who already re- 
ceives full-time pay from his union shall 
receive fees or salaries of any kind from 
a fund established for the provision of 
a health. welfare or retirement program. 
Where a salaried union official serves 
as employee representative or trustee 
in the administration of such programs, 
such service should be regarded as one 
of the functions expected to be_per- 
formed by him in the normal course of 
his duties and not as an extra function 
requiring further compensation from 
the welfare fund. 

2. No union official, employee or 
other person acting as agent or repre- 
sentative of a union, who exercises re- 
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sponsibilities or influence in the ad- 
ministration of welfare programs or the FF 
placement of insurance contracts, should [7 
have any compromising personal ties, 
direct or indirect. with outside agencies 
such as insurance carriers, brokers. or 
consultants doing business with the wel. 
fare plan. Such ties cannot be recon. 
ciled with the duty of a union official | 
to be guided solely by the best interests 
of the membership in any transactions 
with such agencies. Any union official 
found to have such ties to his own per- 
sonal advantage or to have accepted 
fees, inducements. benefits or favors of 
any kind from any such outside agency. | 
should be removed. This principle. of 
course, does not prevent the existence 
of a relationship between a union off 
employee and an outside agency 












cer or 
where 
(a) no substantial personal advan- | 
tage is derived from the relation- 
ship, and : 
the outside agency is one in the | 
management of which the union | 
participates, as a union, for the 
benefit of its members. 


(b) 


3. Complete records of the financial 
operations of all welfare funds and 
programs should be maintained in ac: 
cordance with the best accounting prac- 
tice. Each such fund should be audited 
regularly by internal auditors. In addi- 
tion, each such fund should be audited 
at least once each year, and preferably 
semi-annually, by certified public or 
other independent accountants of un- 
questioned professional integrity. who 
should certify that the audits fully and 
comprehensively show the financial con- 
dition of the fund and the results of 
the operation of the fund. 

4, All audit reports should be avail- 
able to the membership of the union 
and the affected employees. 

5. The trustees or administrators of 
welfare funds should make a full dis 
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closure and report to the beneficiaries 
at least once each year. Such reports 
should set forth, in detail, the receipts 
and expenses of the fund; all salaries 
and fees paid by the fund, with a state- 
ment of the persons to whom paid; the 
amount paid and the service or purpose 
for which paid; a breakdown of insur- 
ance premium paid, if a commercial in- 
surance carrier is involved, showing, in- 
sofar as possible, the premiums paid, 
dividends. commissions, claims paid, 
retentions and service charges: a state- 
ment of the person to whom any com- 
missions or fees of any kind were paid: 
a financial statement on the part of the 
insuring or service agency, if an agency 
other than a commercial insurance car- 
rier is employed; and a detailed account 
of the manner in which the reserves held 
by the fund are invested. 


6. Where health and welfare benefits 
are provided through the use of a com- 
mercial insurance carrier, the carrier 
should be selected through competitive 
bids solicited from a substantial num- 
ber of reliable companies, on the basis 
of the lowest net cost for the given 
benefits submitted by a_ responsible 
carrier, taking into consideration such 
factors as comparative retention rates, 
financial responsibility, facilities for and 
promptness in servicing claims, and the 
past record of the carrier, including its 
record in dealing with trade unions rep- 
resenting its employees. 

The trustees of the fund should he 
required to include in reporting to the 
membership the specific reasons for the 
selection of the carrier finally chosen. 
The carrier should be required to war- 
rant that no fee or other remuneration 
of any kind has been paid directly or 
indirectly to any representative of the 
parties in connection with the business 
of the fund. 


7. Where a union or union trustees 
participate in the administration of the 
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investment of welfare fund reserves, the 
union or its trustees should make every 
effort to prohibit the investment of wel- 
fare fund reserves in the business of 
any contributing employer, insurance 
carrier or agency doing business with 
the fund, or in any enterprise in which 
any trustee. officer or employee of the 
fund has a personal financial interest 
of such a nature as to be affected by 
the fund’s investment or disinvestment. 


(This is not to be construed as pre- 
venting investment in an enterprise in 
which a union official is engaged by 
virtue of his office, provided (i) no sub- 
stantial personal advantage is derived 
from the relationship, and (ii) the con- 
cern or enterprise is one in the manage- 
ment of which the union participates 
for the benefit of its members. ) 


8. Where any trustee, agent, fiduci- 
ary or employee of a health or welfare 
program is found to have received an 
unethical payment, the union should 
insist upon his removal and should take 
appropriate legal steps against both the 
party receiving and the party making 
the payment. Where health and welfare 
funds are negotiated or administered by 
local unions or by other organizations 
subordinate to or affiliated with a na- 
tional or international union, provision 
should be made to give the national or 
international union the authority to 
audit such funds and to apply remedies 
where there is evidence of a violation 
of ethical standards. 


9. Every welfare program should 
provide redress against the arbitrary or 
unjust denial of claims so as to afford 
the individual member prompt and 
effective relief where his claim for bene- 
fits has been improperly rejected. Every 
program should provide for the keep- 
ing of complete records of the claims 
experience so that a constant check can 
be maintained on the relationship be- 
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tween claims and premiums and divi- 
dends, and on the utilization of the vari- 
ous benefits. 


10. The duty of policing and enforc- 
ing these standards is shared by every 
union member, as well as by local, na- 
tional and The 
best safeguard against abuses lies in the 
hands of a vigilant, informal and active 
membership, jealous of their rights and 
interests in the operation of health and 
welfare programs, as well as any other 


international officials. 


trade union program. As a fundamental 
part of any approach to the problem of 
policing health and welfare funds, affili- 
ated unions, through education, pub- 
licity and discussion programs, should 
seek to develop the widest possible de- 
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eree of active and informed interesi in 
all phases of these programs on the 
part of the membership at large. Inter. 
national unions should, wherever possi- 
ble, have expert advice available for the 
negotiation, establishment and admini- 
stration of health and welfare plans, and 
should provide training for union rep- 
resentatives in the techniques and stand. 
ards of proper administration of wel- 
fare plans. 


11. Where constitutional amendments 
or changes in internal administrative 
procedure are necessary to comply with 
the standards herein set forth, such 
amendments and changes should be 
undertaken at the earliest practicable 
time. 


Ethical Practices Code IV — — 


INVESTMENTS AND BUSINESS INTERESTS 
OF UNION OFFICIALS 
(Approved by the AFL-CIO Executive Council, January 31, 1957) 


This is the fourth in a series of rec- 
ommended codes which the Committee 
on Ethical Practices has developed in 
accordance with the of the 
Executive Council that “de- 
velop a set of principles and guides for 
adoption by the AFL-CIO in order to 
implement the constitutional determina- 
tion that the AFL-CIO shall be and re- 
main free from all corrupt influences.” 
Prior codes have dealt with the issuance 
of local union charters; welfare funds; 
racketeers, crooks and communists. The 
recommended deals with 
the investment 


direction 
it should 


code herein 
conflicts of interest in 
and business interests of union officials. 

It is too plain for extended discussion 
that a basic ethical principle in the 
conduct of trade union affairs is that 
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no responsible trade union official should 
have a personal financial interest which 
conflicts with the full performance of 
his fiduciary duties as a workers’ rep- 
resentative. 


Obviously an irreconcilable conflict 
of interest would be present if a trade 
union official, clothed with responsi- 
bility and discretion in conducting the 
representation of workers, simultane- 
ously maintains a substantial interest in 
the profits of the employer of the work- 
ers whom he is charged with represent- 
ing. Even though, in a particular in- 
stance, there may be no actual malfeas- 
ance in the representation of the em- 
ployees involved, the opportunity for 
personal gain at the expense of the wel- 
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fare of the employees whom the union 
oficial represents obviously exists. 

Such a simple case, however, does 
not fully present the problems which 
exist, or may exist, in this area. There 
may be cases in which the conflict of 
interests is not so clear, but neverthe- 


less exists. There are, on the other 
hand, forms of private investment which 
seem wholly devoid of any possibility 
of corruption or dereliction in trade 
union responsibility. It will be the pur- 
pose of this report to discuss some of 
the varying situations which may arise 
in this area and, on the basis of such 
discussion, to present a recommended 
code of minimum standards to which 
the Committee believes all trade union 
officials should adhere in their invest- 
ment and business interests. 

The problems in this area, of course, 
could all be eliminated by adoption of 
the simple principle that no trade union 
oficial should, under any circumstances, 
use his own personal funds or property 
in any form of business enterprise or 
investment. But the committee feels that 
it is both unnecessary and unwise to 
establish such a rigid standard for trade 
union officials; union officers and agents 
should not be prohibited from invest- 
ing their personal funds in their own 
way in the American free enterprise 
system so long as they are scrupulously 
careful to avoid any actual or potential 
conflict of interest. The American trade 
union movement does not accept the 
principle that either its members or its 
leaders should own no property. Both 
union leaders and members have the 
right to set aside their own personal 
reserves for themselves and their fami- 
lies, and to invest and use those re- 
serves in legitimate ways. 

But the trade union leader does have 
certain special responsibilities which he 
must assume and respect because he 
serves as a leader in the trade union 
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movement. And those responsibilities, 
the Committee believes, necessarily im- 
ply certain restraints upon his right to 
engage in personal investment, even with 
his own funds and on his own time. In 
a sense, a trade union official holds a 
position comparable to that of a public 
servant. Like a public servant, he has 
a high fiduciary duty not only to serve 
the members of his union honestly and 
faithfully, but also to avoid personal 
economic interest which may conflict or 
appear to conflict with the full perform- 
ance of his responsibility to those whom 
he serves. 

Like public servants, trade union 
leaders ought to be paid compensation 
commensurate with their services. But, 
like public servants, trade union leaders 
must accept certain limitations upon 
their private activities which result from 
the nature of their services. Indeed, 
the nature of the trade union movement 
and the responsibilities which necessar- 
ily must be accepted by its leaders, 
make the strictest standards with respect 
to any possible conflict of interest prop- 
erly applicable. 

It is plain, as already stated, that a 
responsible trade union official should 
not be the owner in whole or in part 
of a business enterprise with which his 
union bargains collectively on behalf 
of its employees. The conflict in such 
a case is clear. 

It is almost equally clear, the Com- 
mittee believes, that a trade union off- 
cial should not be the owner of a busi- 
ness enterprise which sells to, buys from, 
or in other ways deals, to any signifi- 
cant degree, with the enterprise with 
which he conducts collective bargain- 
ing. Again, the possibility that the 
trade union official may be given spe- 
cial favors or contracts by the employer 
in return for less than discharge of his 
obligations as a trade union leader, 
exists. 
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Somewhat different considerations, 
however, apply to the ownership, 
through purchase on the open market or 
other legitimate of publicly 
traded securities. Employee ownership 
of stock is certainly a fairly common 
practice in American life. Often, in- 
deed, there are special stock purchase 
plans designed to stimulate such em- 


means, 


ployee investments. 

On the other hand, ownership, even 
of publicly traded securities, in sufh- 
cient amounts to influence the course 
of management decision seems to the 
Committee incompatible with the proper 
representation of the employees by a 
trade union official. 

The Committee believes, therefore. 
that the minimum standards of ethical 
conduct in this area should not forbid 
all investment by a trade union official 
in the corporate securities of companies 
employing the workers he represents. 
Such investment by a trade union offi- 
cial, however, should always be subject 
to the restriction that it is not acquired 
in an illegitimate or unethical manner, 
that it is limited to securities which are 
publicly traded, and that his interest 
should never be large enough so as to 
permit him to exercise any individual 
influence on the course of corporate de- 
cision. 

There is nothing in the essential ethi- 
cal principles of the trade union move- 
ment which should prevent a trade union 
official, at any level, from investing per- 
sonal funds in the publicly traded se- 
curities of corporate enterprises unre- 
lated to the industry or area in which 
the official has a particular trade union 
responsibility. Such securities offer a 
wide choice of investment and are, gen- 
erally speaking, so far removed from 
individual stockholder control or influ- 
ence that with the exceptions above 
noted, there is no reason to bar invest- 


ment by trade union officials. 
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The same principles apply with re. 
spect to privately owned or closely heli 
businesses which are completely unre; 
lated to the industrial area in which the 
trade union leader serves. 

On the basis of these considerations,’ 
the Ethical Practices Committee, under 
the authority vested in it by the Const. 
tution of the AFL-CIO and pursuant to 
the mandate of the First Constitutional! 
Convention of the AFL-CIO, recom. 
mends that the Executive Council of the’ 
AFL-CIO adopt the following policies to 
safeguard the good name of the AFL. 
CIO and its affiliated unions: 


1. No responsible trade union official! 
should have a personal financial interest 
which conflicts with the full perform. 
ance of his fiduciary duties as a work- 
ers representative. 

2. No responsible trade union official 
should own or have a substantial busi-| 
ness interest in any business enterprise 
with which his union bargains collec. 
tively, or in any business enterprise 
which is in competition with any other 
business enterprise with which his union 
bargains collectively. 

3. No responsible trade union official 
should own or have a substantial busi- 
ness interest in a business enterprise 
a substantial part of which consists of 
buying from, selling to, or otherwise 
dealing with the business enterprise 
with which his union bargains collec: 
tively. 

4. The provisions of paragraphs 2 
and 3 above do not apply in the case 
of an investment in the publicly traded 
securities of widely-held corporations 
which investment does not constitute a 
substantial enough holding to affect or 
influence the course of corporate deci- 
sion. 

5. No responsible trade union official 
should accept “kickbacks”, under-the 
table payments. gifts of other than nom- 
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inal value, or any personal payment of 
any kind other that regular pay and 
benefits for work performed as an em- 
ployee from an employer or business 
enterprise with which his union bar- 
gains collectively. 

6. The policies herein set forth ap- 
ply to: (a) all officers of the AFL-CIO 
and all officers of national and interna- 
tional unions affiliated with the AFL- 
CIO, (b) all elected or appointed staff 


representatives and business agents of 


such organizations, and (c) all officers 
of subordinate bodies of such organi- 
zations who have any degree of discre- 
tion or responsibility in the negotiation 
of collective bargaining agreements or 
their administration. 


7. The principles herein set forth ap- 
ply not only where investments are 
made by union officials, but also where 
third persons are used as blinds or 
covers to conceal the financial interests 
of union officials. 


Ethical Practices Code V ~- — 


Financial Practices and Proprietary Activities of Unions 
(Approved by the AFL-CIO Executive Council, May 22, 1957) 


This is the fifth in a series of recom- 
mended codes which the Committee on 
Ethical Practices has developed in ac- 
cordance with the direction of the Ex- 
ecutive Council that it should “develop 
a set of principles and guides for adop- 
tion by the AFL-CIO in order to im- 
plement the constitutional determina- 
tion that the AFL-CIO shall be and re- 
main free from all corrupt influences.” 
On August 29, 1956, the Council ap- 
proved a code dealing with the issuance 
of local union charters; on January 31, 
1957, the Executive Council approved 
codes dealing with health and welfare 
funds, racketeering, crooks and commu- 
nists. and investment and business in- 
terests of union officials. 

There are principles inherent in the 
conception of a free, honest, and demo- 
cratic trade union movement. which, 
the Committee believes. virtually dic- 
tate the outlines of any Code of Ethical 
Practices dealing with union finances. 
The first of these principles hardly re- 
quires statement. It is simply that a 
labor union is an organization whose 
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primary function is to improve the 
wages, hours and working conditions of 
the employees it represents, through the 
processes of collective bargaining with 
employers. It is not a business enter- 
prise or an investment company. Unions. 
of course, must have funds with which 
to operate and it is clearly desirable 
that they should maintain reserves to 
cover contingencies which may arise in 
the course of the performance of their 
functions as workers’ representatives. 
But, equally clearly, the accumulation of 
funds per se is not the objective for 
which the union exists. A union is not 
a profit-making institution but a demo- 
cratic organization with definite social 
aims and principles. Union funds are 
held in trust for the benefit of the mem- 
bership. But a union, unlike a bank, a 
trustee. or other fiduciaries, is not pri- 
marily a manager of funds vested with 
the duty of enhancing their value and 
making distributions. Increasing the 
value of the union’s funds should never 
become an objective of such magnitude 
that it in any way interferes with or 
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obscures the basic function of the union. 
which is to devote its resources to rep- 
resenting its members. honestly and 
faithfully. 

A second basic principle which dic- 
tates the terms of a Code of Ethical 
Practices with respect to the handling 
of union funds is again simple. It is 
that unions are democratic organiza- 
tions. The fact that a union is a demo- 
cratic organization plainly implies that 
the members of the union are entitled 
that the funds. 


funds, dissi- 


union’s 
not 


to assurance 
which are their 
pated. They are also entitled to be rea- 
sonably informed as to how the funds 
of the organization are being used or 
invested. Finally. their delegated rep- 
resentatives in the union’s governing 
body and conventions should have the 


are 


power and responsibility to oversee the 
expenditure of the union’s monies so 
that the members can be guaranteed 
that funds are expended solely for the 
purposes for which the organization 
exists. 

A final fundamental principle, the 
Committee believes, is involved. That 
principle is that each national or inter- 
national union affiliated with the AFL- 
CIO. in the words of the Resolution on 
Ethical Practices unani- 
mously adopted by the founding Con- 
vention of the AFL-CIO in December 
re- 


which was 


1955. “has clearly accepted the 
sponsibility for keeping its own house 
in order and to protect the movement 
‘from and all corrupt influences 
and from the undermining efforts of 
communist agencies and all others who 
are opposed to the basic principles of 
our democracy and free and democratic 


any 


unionism.’ ” 

From these three basic principles, the 
Committee believes that certain conclu- 
sions necessarily follow. Since a union 
holds its funds for the benefit of its 
membership and to further their inter- 
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ests it should comply with standards 
generally applicable to fiduciaries or 
trustees with respect to the manner in 
which it keeps its records and accounts, 
Regular audits should be made and 
there should be appropriate distribution 
of summaries of such audits so that 
the membership and the public are ade. 
quately apprised of the state of the or. 
eanizatign’s finances. 

In this connection, a Committee of 
Secretary-Treasurers of AFL-CIO affili- 
ates has drawn up a suggested sct of 
minimum accounting and financial con- 
trols for affiliates of the AFL-CIO. This 
set of controls represents, the Commit. 
tee believes, the minimum with which 
any affiliated organization should com. 
ply in order to fulfill the constitutional 
mandate that the labor movement should 
be kept free from any taint of corruption. 


oer 


Almost all unions, the Committee be. ! 


lieves, today comply with the minimum 
controlp set forth in the recommenda- 
tion of the Secretary-Treasurers. Many. 
indeed. have much stricter controls. 
The minimum controls suggested by the 
Secretary-Treasurers, therefore, should 
not be regarded as an optimum. .Unions 
are to be commended and encouraged 
to establish and maintain even more 
stringent accounting and financial con- 
trols. 

In addition to accounting and finan- 
cial procedures necessary to conform to 
the controls applicable generally to well- 
run business organizations and _fiduci- 
aries, the Committee believes that cer- 
tain other rules follow from the basic 
principles set forth above. Because a 
union is a union, not a business organi- 
zation or a trust company, the rules 
which guide its use and investment of 
funds are necessarily different. For ex- 
ample, investments by business organi- 
zations in other businesses from which 
they buy or sell, so that the investing 
business may get favored treatment in 
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its sales or purchases, may be an ac- 
ceptable business practice; similar in- 
vestment bya labor union in business 
enterprises with which it bargains col- 
lectively presents serious problems. Such 
investment is not good practice for a 
union. 

The fact that the basic objective in 
the management of trade union funds 
is not the maximizing of profit, but to 
further the objectives of the members’ 
joining together in a union leads to 
additional conclusions. 

A business organization has one func- 
tion: to make money for its stockhold- 
ers. A fiduciary’s primary obligation 
is to preserve and, within limits defined 
by the necessity for safety, to augment 
the funds which the trustee is charged 
with holding for the benefit of the 
beneficiaries. 

Since these are not a union’s primary 
functions, a union’s investment policy 
may properly be governed by different 
considerations. For example, business 
institutions and corporate trustees might 
question today the propriety of invest- 
ing all of their reserves in government 
bonds because of their comparatively 
low yield. Yet, for a trade union, one 
of whose fundamental objects is “to 
protect and strengthen our democratic 
institutions,” such an investment policy 
is to be commended. Similarly, since 
another object of a trade union is to 
aid and assist other unions and “to pro- 
mote the organization of the unorgan- 
ized into unions of their own choosing” 
loans and grants for mutual aid and 
assistance are part of the proud tradi- 
tion of the labor movement even though 
foreign to the business community and 
not justified by any considerations of 
financial gain or even security. 

Similarly, the business community 
may not regard it to be a bad business 
practice for a business enterprise to 
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buy or sell from firms in which the 
officers of the business have a financial 
interest. Nor may the business com- 
munity regard it as bad practice for a 
business organization to lend money, on 
adequate security, to members of the 
organization. Because the funds of a 
labor union are both held in trust for 
the benefit of its members and are held 
to further legitimate trade union pur- 
poses, practices which may be accept- 
able in business organizations, the Com- 
mitlee believes, should be limited if not 
completely eliminated among labor or- 
ganizations. 

All of these considerations lead to this 
ultimate conclusion. With respect to 
accounting and financial controls and 
the expenditure of its funds for pro- 
prietary (housekeeping) functions the 
labor movement, it goes almost without 
saying, should follow the strictest rules 
applicable to all well-run institutions. 
With respect to the policies governing 
its financial and proprietary decisions, 
a higher obligation rests upon the trade 
union movement: to conduct its affairs 
and to expend and invest its funds, not 
for profit, but for the benefit of its mem- 
bership and the great purposes for 
which they have joined together in the 
fraternity of the labor movement. 

On the basis of these considerations 
the Committee on Ethical Practices, 
under the authority vested in it by the 
Constitution of the AFL-CIO and pursu- 
ant to the mandate of the First Consti- 
tutional Convention of the AFL-CIO and 
of the Executive Council, recommends 
that the Executive Council of the AFL- 
CIO adopt the following policies to 
safeguard the good name of the AFL- 
CIO and its affiliated unions: 


1. The AFL-CIO and all affiliated 
national and international unions should 
comply with the minimum accounting 
and financial controls suggested by the 


561 





Committee of Secretary-Treasurers and 
approved by the Executive Council, 
which is annexed hereto. 

2. The AFL-CIO and all affiliated na- 
tional and international unions should 
conduct their proprietary functions, in- 
cluding all contracts for purchase or 
sale or for the rendition of housekeep- 
ing services, in accordance with the 
practices of well-run institutions, includ- 
ing the securing of competitive bids 
for all major contracts. 

3. Neither the AFL-CIO nor any na- 
tional or international union affiliated 
with the AFL-CIO should permit any 
of its funds to be loaned, invested, or 
otherwise dealt with in a manner which 
inures to the personal profit or advan- 
tage of any officer, representative or 
employee of the union. 


4. Neither the AFL-CIO nor any na- 
tional or international union affiliated 
with the AFL-CIO should enter into any 
contracts of purchase or sale or for the 
rendition of services which will inure 
to or result in the personal profit or 
advantage, including gifts of more than 
nominal value, other than his regular 
salary or compensation, of any officer. 
representative or employee of the union. 


5. Neither the AFL-CIO nor any na- 
tional or international union affiliated 
with the AFL-CIO should invest in or 
make loans to any business enterprise 
with which it bargains collectively. 


6. The provisions of paragraph 5 
shall not be construed as prohibiting in- 
vestment by unions in the publicly- 
traded securities of widely-held corpo- 
rations which investment does not con- 
stitute a substantial enough holding to 
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affect or influence the course of corpo- 
rate decision; the provisions of para- 
graphs 3 and 4 shall not be construed 
as applying to the profit that may result 
from a proper investment by a union 
officer, representative or employee. Nor 
shall such provisions be construed as 
preventing investment in a business or 
enterprise in which an official of an 
affiliate is engaged by virtue of his 
office, provided (a) no substantial per- 
sonal advantage is derived from the re- 
lationship, and (b) the business or 
enterprise is one in the management of 
which the affiliate participates for the 
benefit of its members. The provisions 
of such paragraphs, however, shall ap- 
ply wherever third persons are used as 
blinds or covers to conceal the personal 
profit or advantage of union officials. 

7. Neither the AFL-CIO nor any na- 
tional or international union affiliated 
with the AFL-CIO should make personal 
loans to its officers, representatives, em- 
ployees, or members, or members of 
their families, for the purpose of fi- 
nancing the private business or invest- 
ment of such persons. 

8. Each national or international 
union affiliated with the AFL-CIO should 
promptly take whatever internal steps 
are needed to ensure that the standards 
set forth in this Code are made appli- 
cable to itself and each of its locals and 
other subordinate or affiliated bodies. 
Wherever constitutional amendments or 
changes in internal administrative pro- 
cedures are necessary to fully comply 
with those standards, such amendments 
and changes should be undertaken by 
the affiliates at the earliest practicable 
opportunity. 
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Supplemental Code — — 


Minimum Accounting & Financial Controls 


(Drafted by Special Committee of Union Secretary-Treasurers; 


Approved by Executive Council, May 


4. Detailed and accurate records of 
accounts, in conformity with generally 
recognized and accepted principles of 
accounting, should be currently main- 
tained by all affiliates of the AFL-CIO. 
These records should include, as a mini- 
mum need, a cash receipt record, a 
cash disbursements record, a general 
ledger, a dues or per capita tax record, 
an investment record, and a_ payroll 
record, 

B, All receipts should be duly re- 
corded and currently deposited. No dis- 
bursements of any nature should be 
made from undeposited cash receipts. 

C. All exenditures should be ap- 
proved by proper authority under con- 
stitutional provision and be recorded 
and supported by vouchers, providing 
an adequate description of the nature 
and purpose of the expenditure sufficient 
for a reasonable audit by internal and 
independent auditors. Disbursements 
should be made only by check, with 
the exception of disbursements from 
petty cash, in which situation, an im- 


prest petty cash fund should be estab- - 


lished. 

D. Salaries of elected officials should 
be established only by constitutional 
provision. Compensation to non-salaried 
elected officials, and to other officials, 
representatives and employees, if not 
fixed by constitutional provision, should 
be established and paid in strict con- 
formity with such authority as is pro- 
vided by the constitution and in accord- 
ance with its applicable provisions. 

E. Reimbursement of expenses, in- 
cluding per diem expenses, should be 
made only where such expenses have 
been duly authorized and are supported 
ina manner that will permit a reason- 
able audit. 
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F. Every precaution should be taken 
to ensure the soundness and safety of 
investments and that investments are 
made only by persons duly authorized 
to act for and on behalf of the affiliate. 
Investments in securities should either 
be restricted to the type of securities 
which legally qualify for trust fund in- 
vestments in the domicile state or a per- 
son or authorized to invest 
funds of an affiliate should, in making 
such investment, be required to exercise 
the judgment and care under the cir- 
cumstances then prevailing which men 
of prudence, discretion and intelligence 
exercise in the management of their 
own affairs, not in regard to specula- 
tion but in regard to the permanent 
disposition of their funds, considering 
probable safety of their capital as well 
as probable income. No investment 
should be made by an affiliate in a busi- 
ness or enterprise in which any officer 
of that affiliate has a direct or indirect 
personal financial interest of such a 
nature as to be affected by the affiliate’s 
investment or withdrawal of investment. 
(This last stated provision is not to be 
construed as preventing investment in 
a business or enterprise in which an 
official of an affiliate is engaged by vir- 
tue of his office, provided (a) no sub- 
stantial personal advantage is derived 
from the relationship, and (b) the busi- 
ness or enterprise is one in the man- 
agement of which the affiliate partici- 
pates for the benefit of its members.) 
Securities owned by the affiliate should 
be under dual officer control and held 
by a bank or a trust company as agent 
or if that is not feasible, such securi- 
ties should be placed in a safety deposit 
vault. All investments and legal title 
to all assets of an affiliate should be in 


persons 
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the name of the affiliate or its duly 
designated agent or trustee. 

G. Periodic, but not less than semi- 
annual, detailed financial reports should 
be prepared in accordance with gen- 
erally recognized and accepted stand- 
ards of financial reporting. These re- 
ports should be prepared and submitted 
by the elected financial officer of the 
affiliate to the executive body of such 
affiliate for its study and such action 
as may be required. 

H. A record of each meeting of the 
executive body of an affiliate should be 
made and These records 
should note all official actions taken by 
that body, in relation to accounting 
and financial matters. 

I. Adequate fidelity bond coverage 
should be required by an affiliate for 
all officers, representatives and employ- 
ees of that affiliate in positions of trust, 
including officers and employees of sub- 
ordinate bodies of such affiliate. 

J. Affiliates and their subordinate 
bodies should be subject to a system of 
internal audits made by auditors or by 
other competent persons in accordance 
with generally accepted standards of 
auditing so as to maintain current vigi- 
lance over all financial transactions. 

K. At least annually, an audit of the 
accounts of each affiliate, except directly 
affiliated local unions of the AFL-CIO, 
should be made by independent certified 
public accountants. A summary of such 
audit approved by such independent 
certified public accountants should be 
made available to the membership of 
the affiliate and the public. 

Each such affiliate should require, at 
least annually, that an audit be made of 
the accounts of its subordinate bodies 
by competent persons. A summary of 
such audit approved by such compe- 
tent persons should be made available 
to the membership of such subordinate 
body. 

An annual audit of the accounts of 
directly affiliated local unions should be 
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maintained. 


| 
made by authorized competent ‘epre.| 
sentatives of the AFL-CIO designated 
by the Secretary-Treasurer of the AFL. 
CIO. A summary of such audit. ap. 
proved by such representative, shall be 
made available to the membership oj 
such directly affiliated local unions. 

L. All financial and accounting ree. 
ords of affiliates and their subordinate} 
bodies, and all supporting vouchers ani 
documents, or microfilm copies thereof. 
should be preserved for a period of time | 
not less than that prescribed by appli: 
cable statutes of limitations. 

M. Neither the AFL-CIO nor any na: | 
tional! or international union affiliated 
with the AFL-CIO should make personal 
loans to its officers, representatives, em- 
ployees, or members, or members of 
their families, for the purpose of finane- 
ing the private business or investment 
of such persons. 

N. No “kickbacks” or any other im- 
proper payments should be accepted or} 
made, directly or indirectly, by any off: 
cer, representative or employee of an 
affiliate in connection with any financial 
transaction of such affiliate. 

O. Affiliates should take eyery pre- 
caution necessary to insure their full 
compliance with all properly author: 
ized and applicable requirements 0! 
state or federal law pertaining to finan 
cial and accounting matters and to re 
porting. 

P. In order to protect and safeguar! 
the good name and reputation of the 
AFL-CIO and its affiliates, the financial 
and accounting controls set forth herein 
are made applicable to itself and each 
of the affiliates of the AFL-CIO and 
their subordinate bodies and to all thei 
funds of whatever nature. 

Q. Where constitutional amendment: 
or changes in internal administrative 
procedure are necessary to a full com: 
pliance with the standards set forth 
herein, such amendments and changes 
should be undertaken by affiliates at the 
earliest practicable opportunity. 


| 
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New York State Tax Forum 


Conducted by BenNJAMIN Harrow, C.P.A. 


Change of Classification . . 


Change of Classification 


A real estate corporation is taxed 
under Section 182 of Article 9 at rates 
that generally are more favorable than 
the tax would be as a business corpora- 
tion. For that reason the Tax Commis- 
sion is ready to withdraw a classifica- 
tion as a realty corporation if the 
activities of the corporation fall outside 
the scope of those which the 
prescribes for real estate corporations. 


statute 


For example if a real estate corpora- 
tion lends any of its money to officers 
or stockholders, the Tax Commission 


deems this to be a prohibited act for 





BenJAMIN Harrow, C.P.A., has been a 
member of our Society since 1928, and 
a member of the American Institute of 
Accountants since 1922. He is a mem- 
ber of the New York Bar and Professor 
of Law at St. John’s University. 

Mr. Harrow is a past Vice-President 
of the Society. He is a member of the 
Society's Committees on Meetings and 
Committee Operations, and had served 
for a number of years on the Institute’ s 
Committee on Federal Taxation. 

Mr. Hlurrow is engaged in practice as 
a certified public accountant and at- 
torney in his own office in New York 
City. 
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. Unincorporated Business. 


such a corporation, and if it becomes 
aware of this fact it will change the 
classification of the real estate corpora- 
tion to that of a business corporation. 
Article 9 does not specifically say that 
the lending of money to officers will 
result in a change of classification, as 
it does in the case of a real estate cor- 
poration that owns stocks and bonds in 
average 
All the statute does is to enum- 
erate the activities in which a corpora- 
tion must be “wholly” engaged in order 


excess of 10% of its eross 


assets. 


to be classified as a real estate corpora- 
tion. Lending money to officers is not 
enumerated activities and 
hence is a basis for a change in classi- 
fication. 


among the 


However it seems to be the present 
attitude of the Tax Commission to warn 
taxpayers of the danger of a reclassifi- 
cation where it finds such a proscribed 
activity. Several of our members have 
advised me of such warning letters. 
The Corporation Tax Bureau informs 
the taxpayer that “your return indicates 
that the corporation loaned money. A 
corporation which makes loans is prop- 
erly taxable under Article 9 A, rather 
than 182 of Article 9. 
Since you indicate that the loans were 
subsequently repaid the classification of 
the corporation will be retained tenta- 


under Section 
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tively under Section 182 if an affidavit 
will be submitted by an officer of the 
corporation indicating the exact date on 


oflicer. Suppose an individual in addi- 
tion to receiving compensation as an 
employee is also engaged in a more or 





which the loans were liquidated. The less related business as an independent | 
affidavit should also state that the cor- agent. In determining the income sub- [| 
poration is aware that the making of ject to the unincorporated business tax, Con 
any future loans will cause reclassifica- is the compensation as an employee 
tion automatically.” includible? 
In the case of a real estate corpora- On the basis of a case* decided in | 
tion that invests in securities in excess 1949 the Tax Commission has been at- 
of 106 of its gross assets, the Corpora- tempting to tax such compensation. In 
tion Tax Bureau is more severe. It does our opinion this case is not controlling. 
not issue any warnings. It just changes In the Moffett case, a consultant in 
the classification without giving the tax- matters of corporate finance served as 
payer any chance to purge itself of the director and officer of some corpora- M 
prohibited act. In the interest of devel- tions by which he was retained as con- — awa 
oping good relations with taxpayers. the sultant. The tax commission held that — ence 
Commission should adopt the policy in the compensation received as director | follo 
all cases of a liberal construction of the and officer constituted receipts from his | and 
statute that would enable taxpayers to regular business. The court agreed with | tions 
retain a favorable classification. this holding. The court had before it | ence: 
compensation as an officer and fees asa __ empl 
Unincorporated Business consultant for the same corporation. The — Unit 
situation would be different if the com- | coun 
The law specifically provides that an pensation as an officer was received | cases 
individual shall not be deemed engaged from one corporation and the fees were | ties 
in an unincorporated business with re-  yeceived from a different corporation. | Secu’ 
spect to compensation for services by ee regis 
him as an employee or a corporate — * Peo ex rel Moffett v. Bates, 276 App. Div. 38. creat 
offeri 
; 7 ee tion 
share 
whicl 
Taxation and Accounting Methods it co 
The income tax, for example, has spawned a whole new set of dilem- Th 
mas. Its influence is powerful but not always healthy. Where permissible earnil 
alternatives exist business management is naturally inclined to adopt which- the 
ever accounting methods will result in the least tax. These may not always which 
seem the best methods for purposes of reporting results to shareholders and differ 
the public—even though acceptable to the Internal Revenue Service. accou 
Accountants can hardly insist that stockholders ought to pay millions of 
dollars in additional taxes as the price of abandoning a lawful and at 
acceptable method of determining net income in favor of one which the 
accountants may believe to be preferable. Louts 
in the 
from FINANCIAL REPORTING IN A CHANGING SOCIETY, Monts 
an address by Marquis G. Eaton, delivered be- SEC : 
fore the Illinois Society of CPAs, June 7, 1957. CEDUR 
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' Accounting at the SEC 


Conducted by Louis H. Rappaport, C.P.A. 


Registration by Foreign Companies: 
The KLM Royal Dutch Airlines Case 


Most of our readers are probably 
aware that there are significant differ- 
ences between the accounting principles 
followed by United States companies 
and those followed by foreign corpora- 
tions. There are also important differ- 
ences between the auditing procedures 
employed by public accountants in the 
United States and those in foreign 
countries. There have not been many 
| cases involving registration of securi- 
ties by foreign corporations under the 
Securities Act of 1933, and when such 
registrations occur, there is often a 
creat deal of interesting reading in the 
offering prospectus. One such registra- 
tion involved an offering of common 
shares by KLM Royal Dutch Airlines, 
which was issued on May 1, 1957, and 
it contains some interesting reading. 

The headnote to the summary of 
earnings calls attention to the report of 
the independent public accountants 
which states that while there are certain 
between The Netherlands 
accounting principles followed by the 


differences 





Louis H. Rappaport, C.P.A., a partner 
in the firm of Lybrand, Ross Bros. & 
Montgomery, C.P.A.s, is the author of 
SEC AccounTING PRACTICE AND PRo- 
CEDURE. 
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company. and those generally accepted 
in the United States, the application of 
the latter would not have materially 
affected the determination of net earn- 
ings except as indicated in the sum- 
mary with respect to “extra deprecia- 
tion on aircraft and engines.” 

The notes to the financial statements 
disclose (as required by SEC regula- 
tion) the depreciation policy followed 
by the company. As to flight equip- 
ment, it is stated that aircraft and en- 
gines are depreciated over a five year 
period on a straight-line basis to a 
residual value of 10%. Now here is 
the unusual part: during each of 
the three years following the five year 
period, the company charges income 
with an additional amount of 7.5% 
of the cost of aircraft and engines 
and credits such extra depreciation to 
the “exira depreciation reserve” which 
is shown in the capital section of the 
balance sheet—not deducted from as- 
In addition, the gain on sale of 
aircraft to be replaced, is included in 


sets. 


the income statement and offset by 
charges of equivalent amount for “ex- 


tra depreciation” and applicable tax. 
The company states that the total pro- 
vision for “extra depreciation”, com- 
prised of the charge of 7.5% of the 
cost of aircraft and engines and the 


gain after applicable tax on the sale of 
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aircraft to be replaced, is made “be- 
cause of the Company’s calculations 
that the replacement cost of aircraft 
will require increased amounts to main- 
tain the same productive capacity in 
terms of available ton miles.” 

The summary of earnings is presented 
on the basis of the accounting policy 
customarily followed by the company, 
the “extra depreciation” on aircraft 
and engines being shown as a separate 
item in the summary immediately be- 
fore the provision for income taxes. 

Immediately after the determination 
of net income on the basis of the com- 
pany’s accounting policy is the follow- 
ing statement: 

Additional Statement for United States 
Prospectus: 

Net earnings adjusted to reflect deprecia- 
tion of aircraft and engines on the basis of 
historical cost in accordance with generally 
accepted accounting principles in the United 
States (i.e., adding back “extra depreciation” 


shown above) would have been............ 
And net earnings per share of common 
stock would have been.............sseeees 


Since the headnote indicated that ex- 
cept for the matter of “extra deprecia- 
tion,” the application of United States 
principles would not have materially 
affected the determination of net earn- 
ings, the additional statement has the 
effect of stating the company’s net 
‘arnings approximately on a United 
States basis. 

The independent public accountants 
furnished a report expressing an un- 
qualified opinion on the financial state- 
ments. The report is out of the ordi- 
nary. however, in that it states that the 
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financial statements are “in conformity 


with generally accepted accounting | 
principles in The Netherlands.” In a} 
separate paragraph following this opin- 


ion, the report points out that “While | 


there are certain differences between | 
the accounting principles followed by | 
the Company and those generally ac. 
cepted in the United States of America, , 
application of the latter, in our opinion, 
would not have materially affected the 
determination of net earnings except / 
that ‘extra depreciation’ on aircraft and | 
engines would not have been deducted 
as indicated in the consolidated sun- 
mary of earnings. Limitation of the | 
depreciation on aircraft and engines to 
the basis of historical cost in accord. 
ance with generally accepted account. 
ing principles in the United States | 
would have required the adjustment 
shown under ‘Additional Statement for | 
United States Prospectus’ in the con- 
solidated summary of earnings.” This 
is the statement which, as noted above. 
was referred to in the headnote to the 
summary of earnings. 

In this case it will be seen that the 
SEC permitted the company to report 
its earnings on the basis of the ‘account- 
ing principles consistently followed by 
the company in the past although such 
principles—insofar as they permit a 
charge to income for “extra deprecia- 
tion”—are not generally accepted in 
the United States. By means of the “Ad: 
ditional Statement for United States 
Prospectus,” however, the American 
investor was given the approximate net 
earnings computed in accordance with 
United States accounting principles. 
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Administration of a CPA Practice 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 


Conducted by Max Buiock, C.P.A. 


Earning Capacity of Accounting Partnerships. . 
Statements .. . New Source of Tax Information . . 


with Clients. 


Earning Capacity of Accounting 

Partnerships 

The Internal Revenue Service 
leased certain data it obtained from an 
analysis of accounting partnership re- 
turns for the year 1953. A summary is 
here submitted in the belief that it 
should be of interest to practitioners. 


re- 


Number of returns ......... 5,302 
Number of partners ........ 13,824 
Receipts 
Gross receipts from business 

OF profession ........ $284.537,000 


Net profits from other 


partnerships, pools, etc. 3.628.000 


PRIMERS). o4.5.5.065.655- 005 74.000 
BRE taep cag Graney ct era 173,000 
I ie oc a acy aA ak 1,000 
Other income ......... 962.000 


Total receipts. . $289,375,000 





Max Brock, C.P.A. (N. Y., Pa.), is a 
former chairman of the Committee on 
Administration of Accountant’s Prac- 
lice of the New York State Society of 
Certified Public Accountants. He is a 
lecturer at The City College of New 
York in the graduate course on Ac- 
counting Practice. Mr. Block is a mem- 


ber of the firm of Anchin, Block & 


Anchin. 
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. Dating Financial 
. Staff Relations 


Deductions 


Cost of goods sold .... $ 7,358,000 
Salaries and wages 107,569,000 
Rent paid on business 
| A 11.775,000 
Depreciation .......... 3.117,000 
Other deductions, bad 
debts: les. .ceicnwees 40,029,000 
Total deductions $169,.848.000 
Total net income ....... $119,527,000 


8,046 


Certain of the disclosures are highly 
interesting, particularly since the situ- 
ation in 1957 may not be significantly 
better than that in 1953. 


1. Excluding the miscellaneous in- 
come, the average annual income per 
partner was about $8,300. That means 
that many must have earned less than 
that amount to offset the largely higher 
earnings of others. 


2. Salaries and wages constituted 


about 37.5% of fees on the average. 

3. Rent averaged about 4.1% of the 
fees. 

Averages, of course, lump together 
many accounting groupings that vary 
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Administration of a CPA Practice 


because of location in large and small 
communities, industrial agricul- 
tural communities. and with differences 


and 
in types of services rendered. 


Dating Financial Statements 

Bulletin No. 25 of the American In- 
stitute of CPAs (“Events Subsequent to 
the Date of Financial Statements”) 
discusses the subject of the determina- 
tion of the date to be placed on reports 
Very briefly, the guiding 
principle, except in special cases, is that 
a report should be dated as of the day 
on which all important audit proce- 
dures have been completed. 


to clients. 


However. the mechanics for determi- 
ning the date. the review of the deter- 
mination, and the record thereof main- 
tained in the papers. are matters left 
to the practitioners to develop. The ac- 
countant in charge of an engagement 
must be aware of his responsibility for 
the ascertainment of this cut-off date. 
He might prepare a memo wherein he 
submits the date and such references 
to the audit program in support of his 
determination as will permit review. 
This data belongs amongst the admin- 
istrative papers for the audit engage- 
ment, and its existence. in the event of 
litigation or other aftermath may be 
very convenient and helpful. Comments 
as to mechanics and form will be very 
welcome. 


New Source of Tax Information 


Truly there are no limits to man’s 
creative ingenuity. The accounting pro- 
fession has recently been apprised of 
a new way to get tax information—by 
ear—-and not through the eye. Phono- 
graph records are available which bring 
to the 
current 


listener “lectures on important 
tax topics by top authorities— 
an easy, simple and inexpensive way to 
get the comment of men who are lead- 
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ers in their field.” It is pointed oy|7 


that these records are useful for staf 
meetings but no reference is made to} 
their utility in tax examinations. One 
could lie on his sofa at home or in the | 
hammock on his lawn and _ serenely | 
listen to words of wisdom. 

Mention is also made of the fact that 
each record takes one hour to play and | 
that it is accompanied by a printed out. 
line. coordinated with the lecture, to, 
help one follow the comment and inter: | 
pretation. 

Members who have had experience | 
with these records are requested to 
write in about their reactions to them. 


Staff Relations with Clients 


To maintain the highest level of pro- | 
fessional conduct. and to insure that 
an accountant’s independence is not 
diminished, it is desirable that staff 
members be advised to avoid certain 
actions involving the principals of the 
client company and_ the personnel. 
Some of the points to be observed in 
this connection are these: 

Solicitation of contributions, compli- 
mentary ads, and the purchase of raffle 
and benefit tickets should be avoided. 

Refusal of gifts at Christmas time, or 
on occasions such as birthdays, if the 
gifts are more than very nominal in 
value. Moreover, firms might ask that 
all offerings and acceptances of gifts 
be reported to the office so that it is 
apprised of the actions of clients as 
well as of the staff, or that no gifts 
be accepted unless approved. 

Client principals should not be in- 
vited to lunch by a staff member with- 
out approval. Socialization, in the form 
of visits to the home or other form. fall 
into the same category. 

Inviting client employees to lunch. a 
matter often discussed, is particularly 
taboo except in unusual cases. 
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Payroll Tax Notes 


Conducted by SAMUEL S. Ress 


Benefit Payments During Vacation Shutdown .. 
. Wage and Hour Law Query. 


Without Services ... Gratuities. . 


Benefit Payments During Vacation 

Shutdown 

The State Labor Department’s Divi- 
sion of Employment has issued a revised 
set of rules to guide its local offices in 
determining whether benefit claimants 
may receive unemployment insurance 
benefits during vacation periods. The 
approach this year will not be identical 
with that of 1956. Payment of benefits 
during vacation shutdown periods was 
one of the disputed issues between the 
Legislature and the Governor during 
both the regular and special sessions of 
the lawmakers this year. The Governor 
vetoed both bills passed by the Legis- 
lature containing further restrictions on 
payment of vacation period unemploy- 
ment benefits. Indiscriminate collection 
of benefits by claimants during such 





SaMUEL S. Ress, an Associate Member 
of our Society since 1936, is a member 
of the New York and Massachusetts 
Bar. He is engaged in public practice 
in his own office in New York City 
specializing in payroll taxation and 
labor-management matters. 

Dr. Ress is a member of the Society's 
Committee on New York State Taxation 
and Chairman of its Subcommittee on 
Unemployment Insurance. 
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. Compensation 


periods have adversely affected em- 
ployer contribution rates. 

Pending the disposition of cases now 
on appeal before the courts, the policy 
on claims filed during vacation periods 
is as follows: 


1. Under any circumstances, to be 
eligible for benefits, a claimant must 
be unemployed and ready, willing 
and able to work, and actively seek- 
ing employment. 

2. No worker who takes a vacation on 
an individual basis is entitled to 
benefits even though he receives no 
vacation pay. 

3. If operations are shut down for 
longer than the vacation period, all 
affected workers are considered un- 
employed for lack of work and are 
entitled to claim benefits if they are 
available for other work, even though 
they receive vacation pay. A taper- 
ing off period during the week prior 
to vacation, and a gradual resump- 
tion in the week after the shutdown 
due solely to the vacation period, is 
not considered a shutdown for lack 


of work. 


4. If operations are shut down for a 


vacation period with express union 
agreement, all employees in the bar- 
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gaining unit, regardless of their 
union membership, are considered to 
have withdrawn from the labor mar- 
ket for the vacation period and are 
not available for employment or 
entitled to benefits. 


5. If operations are shut down for a 
vacation period without union con- 


sent: 


a. An employee who receives his 
regular wages during the vacation 
period is not entitled to unemploy- 


ment benefits. 


b. An employee who receives no 
vacation pay is entitled to benefits 
if he is available for other work. 


c. An employee who receives par- 
tial pay for the vacation period is 
unemployed for the unpaid part of 
the layoff and entitled to partial 
benefits if he is available for work. 


d. An employee who receives so- 
called vacation pay as a bonus for 
past services which is guaranteed by 
contract as an absolute right, and to 
which he is entitled whether or not 
there is a vacation period, is en- 
titled to benefits during the entire 
vacation period if available for work. 
above 


The rule enunciated in 5(d) 


was reaflirmed in Appeal Board Case 
Numbers 57.337-56 through 57,346-56 
wherein it was decided that the receipt 
of vacation pay does not render a claim- 
ant ineligible for benefits even though 
the union contract provides for “vaca- 
tion with pay.” In_ that 
found that the claimant had an abso- 
lute right to the pay even if he had been 


case it was 
given no vacation. 


Compensation Without Services 
It was held by the Appeal Board in 
case number 58,053-56 that a truck 
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driver who filed for unemploymeni in. 
surance benefits was totally unemployed 
despite the fact that he was entitled to 
a payment for having reported ai the 
employer’s premises for possible work 
assignment. This same rule was applied 
in a case where the inquiry by the 
claimant was made by telephone and 
the claimant was paid the equivalent of 
one hour’s pay. In another case the 
claimant remained at the employer’s 
establishment for about an hour and 
received the equivalent of a half-day’s 
pay. All payments were made in ac- 
cordance with the terms of agreements 
with a union. 

It would appear that such payments 
made by an employer to a prospective 
employee, not being deemed 
under these decisions, ought not to be 
considered subject to unemployment in- 
surance taxation. However the fore- 
going situation should be distinguished 
from those cases where claimants are 
required to remain at the employer's 
premises for any length of time for 
which they would be paid for “standing 
by.” “Standby pay” is considered re- 
muneration subject to unemployment in- 


surance taxation and _ benefits. 


wages 


Value of Gratuities 


Remuneration is the basis for deter- 
mining wages which are taxable. Re- 
muneration includes every form of 
compersation for insured employment 
such as salary. cash wages, commissions, 
bonuses, reasonable money value of 
board, rent, housing and lodging and 
also the value of tips or other gratuities 
received from persons other than the 
employer. 

The Industrial 
promulgated rules evaluating tips with 
respect to certain industries and occu- 
pations. Rules relating to tips have 
been promulgated in these types of 


Commissioner _ has 
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employment: beauty parlor operations, 
hanquet waiters, garage, gas station 
and parking lot attendants, service em- 
ployees in restaurants and hotels and 
clubs, taxi-cab drivers, barber shop em- 
ployees, porters in bus and airline termi- 
nals, pinboys at bowling alleys, check- 
room attendants and maritime service 


Except for Rule 2 relating to beauty 
parlor operations which fixes the value 
of gratuities in an amount equal to 10 
per cent of the wages paid and except 
for Rule 4 relating to banquet waiters 
which establishes the value of gratui- 
ties at 100 per cent of cash wages, each 
of the other rules provides that the 
employee has the option either to sub. 
mit signed statements certifying to the 
value of tips received or to be credited 
with the value of tips as fixed by the 
rule. All employers are required to 
give notice to each of their employees 
of the privilege of certifying the amount 
of tips received. 


Where the value of gratuities is not 
fixed by rule of the Industrial Commis- 
sioner, the actual amount of tips must 
be reported, if obtainable or evaluated 
on a reasonable basis. 


[t is important to note that gratuities 
received in the course of employment 
from a person other than the employer 
are not subject to the Federal Insur- 
ance Contributions Act tax for social 
security. 


In a recent case decided by an un- 
employment insurance referee, the value 
of gratuities received by banquet waiters 
was in issue. In this case the Industrial 
Commissioner took the position that 
despite Rule 4, wherein the value of 
gratuities received by banquet waiters 
is fixed at 100 per cent of cash wages, 
the actual amount of tips received by 
the claimant for benefits should have 
been reported by him to the local un- 
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employment insurance office in order 
to determine whether or not the claim- 
ant should be credited with unemploy- 
ment insurance benefits during a week 
of partial unemployment. In Referee 
case number 516-69-57R, the Referee 
stated: 


“The problem raised in these pro- 
ceedings is whether claimant’s remun- 
eration as defined in the Unemployment 
Insurance Law exceeded $36 in each 
of the weeks in issue. If so, he was not 
eligible for benefits during that time. 

. Remuneration under the statute 
includes gratuities, ‘. . . the value of 
which shall be determined by the com- 
missioner and be deemed and included 
as part of his remuneration paid by 
his employer’. (Section 517). The Com- 
missioner has determined that tips of 
banquet waiters, ‘. . . shall be 100 per 
cent of their cash wages...” (Rule 4 
(b)(3)). .. . It was clearly intended 
that the value fixed by the Commis- 
sioner, if reasonably determined, was to 
be conclusive and binding not only 
upon the employer but upon the em- 
ployee. . . .” 


This decision thus holds that the In- 
dustrial Commissioner’s Rule as to the 
value of tips in a given instance is also 
binding on the Commissioner. 


Wage and Hour Law Query 


A member has written an inquiry 
letter regarding coverage of a beer dis- 
tributor under the Fair Labor Standards 
Act where all sales and warehousing are 
confined to one state but where pur- 
chases are delivered to the client from 
another state. It was held in Durkan 
v. Stewart Jordan, 210 Federal 2nd 427, 
that the return of the empties to the 
manufacturer constitutes interstate com- 
merce, and the distributor is subject to 
the law. 
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Federal Income Tax Notes 


Conducted by RicHarp S. HeEtstein, C.P.A 


Former Stockholder’s Payment of Corporation’s Liability for Interest . . . 
Contributions by Corporations ... Automobile Club of Michigan Decision 


Followed . . . Effect of Termination of Lease on Security Deposit... No 
Interest on Interest ... Claims for Refund of Interest . . . Non-Deductible 


Stock Losses. . 
Estate and Gift Tax Forms. . 


Former Stockholder’s Payment of 
Corporation’s Liability for Interest 
The stock of the taxpayer corpora- 

tion, which was held by three individ- 
uals, was sold in 1947 to another cor- 
poration at a figure which, for purposes 
of discussion, represented book value. 
As is usual, the agreement of sale pro- 
vided that the sellers would indemnify 
the taxpayer or the buyer for any loss, 
liability or damage arising from any 
obligation of the taxpayer not reflected 
in the balance sheet upon which was 
based the purchase price of the stock. 





RicHarp S. Hetstein, C.P.A., has been 
a member of our Society since 1940. He 
has been a member of the Committee on 
Federal Taxation, as well as various 
other committees. He is presently a 
member of the Committee on Publica- 
tions. 

Mr. Helstein has contributed to account- 
ing and other publications, and deliv- 
ered addresses before our Society and 
other professional societies. He is asso- 


ciated with J. K. Lasser & Co. 
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. Returns to be Filed in “Identity” Reorganizations . . . 
. Technical Information Releases. 


In 1948, it became known that there 
would be Federal income tax deficien- 
cies arising from years prior to the bal- 
ance sheet date and not reflected as a 
liability. Accordingly, the sellers, in 
April 1948, deposited checks with the 
Collector which were put in a “suspense 
account.” 

During the taxpayer’s fiscal year 
1950, the amounts of deficiencies and 
interest thereon were determined, and 
the Collector transferred the required 
funds from the “suspense account”. The 
taxpayer claimed the interest deduction 
on its return for fiscal 1950. 

The Commissioner and the Tax Court 
held that the corporation was not en- 
titled to the deduction since the sellers 
paid the money, no_ consideration 
passed from the taxpayer to the sellers 
therefor, and the taxpayer suffered no 
economic loss or reduction in assets. 

The Circuit Court reverses. The 
money deposited with the Collector in 
1948 represented a restoration of cor- 
porate assets under the 1947 sales 
agreement and became the property of 
the corporation when deposited to its 
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account. Thus, when the Collector used 
this deposit to satisfy taxes and interest, 
the corporate assets were reduced, and 
the interest paid is deductible. (Leward 
Cotton Mills v. Com. CA-4, 5/27/57) 


Contributions by Corporations 

Where, during a taxable year, the 
board of directors of a corporation 
authorize a contribution which is paid 
before the 15th day of the third month 
following the close of the taxable year, 
under Sec. 23(g) IRC 1939 and Sec. 
170 IRC 1954, the corporation may 
elect, at the time of filing its return, in 
which year the contribution is to be 
deducted. 

In a ruling covering Sec. 23(g) of 
the 1939 Code, the Commissioner has 
held that a corporation may elect to 
treat all or a portion of such contribu- 
tion as deductible within the taxable 
year, thus avoiding the loss as a deduc- 
tion of that portion of the contribution 
which may be in excess of 5% of net 
income. (Rev. Rul. 57-228, IRB 1957- 
21, 31) 

This ruling would have less impor- 
tance under the 1954 Code because of 
the two year carry-over provision for 
contributions in excess of the limitation. 
It does have some advantage (if a sim- 
ilar holding applies to the 1954 Code) 
since by allocating a portion of the de- 
duction to the following year, the two 
year carry-over period can be extended. 
Another possible advantage is that of a 
corporation with slightly over $25,000 
net income before the deduction of the 
contribution. An apportionment may 
provide a full 52% tax advantage. 


Automobile Club of Michigan Decision 
Followed 
Where a vendor of television sets en- 
tered into twelve-month service con- 
tracts with its customers, the full con- 
tract price was taxable in the year 
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received and could not be pro-rated 
over the twelve-month service period 
(See Automobile Club of Michigan v. 
Com., S. Ct. 4/22/57). Nor would the 
Tax Court approve the alternate con- 
tention that the taxpayer be permitted 
to accrue the estimated costs of fulfill- 
ing the contracts since there was no 
provision for such a deduction under 
Sec. 23(a) (1) (A) of the 1939 Internal 
Revenue Code. (There is no such pro- 
vision in the 1954 Code, either, since 
the repeal of Sec. 462.) 

However, in a later year in which the 
taxpayer ceased to service television sets 
and agreed with another corporation 
that the latter would carry out the un- 
expired portion of the service contracts 
in consideration of $195,895, such 
amount was accruable and deductible in 
the year of the agreement (Bressner 


Radio Inc., 28 TC No. 40). 


Effect of Termination of Lease on 
Security Deposit 

In 1947 the Taxpayer leased premises 
for a term ending in 1982 and received 
a security deposit in the amount of 
$250,000 which it was to return at the 
“expiration” of the lease if the tenant 
fulfilled its obligations. In 1950 the lease 
was terminated by agreement, and the 
taxpayer only had to repay $65,000 of 
the security deposit, retaining $185,000. 
Holding that, since this agreement 
released the taxpayer from a future 
obligation as opposed to a present obli- 
gation, only the 1950 value of the 
obligation to pay $185,000 in 1982 was 
reportable as income in the year of 
cancellation, the Circuit Court reversed 
the Tax Court based on Judge Kern’s 
dissenting opinion. The Court made 
much of the fact that this income did 
not arise solely from the lease termina- 
tion, but was the result of a separate 
agreement where the taxpayer surren- 


dered its use of the $250,000 for thirty- 
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two years. (Bradford Hotel Operating 
Co. v. Com., CA-1, 5/12/57) 


No Interest on Interest 

Where insufficient interest is allowed 
a taxpayer on an overpayment of tax, 
and corrected later, the taxpayer is not 
entitled to additional interest on the 
original underpayment. 

Since the allowance of interest by the 
government is “a matter of grace” de- 
pending on the government’s consent, 
the taxpayer has no “right” to interest 
except that specifically allowed by stat- 
ute. Since the Code in Sec. 6611 pro- 
vides only for interest on overpayment 
of tax, there is no “right” accruing 
to the taxpayer to collect interest on 
interest. (Rev. Rul. 57-271, IRB 1957- 


24, 55) 


Claims for Refund of Interest 


A claim filed on Form 843 for addi- 
tional interest on a refund of tax 
(pursuant to Rev. Rul. 55-477; 1955-2 
CB 499) will not stop the running of 
the six-year statute of limitations. The 
statute is not provided for in the In- 
ternal Revenue Code but is prescribed 
in Secs. 2401 and 2501 of Title 28 
U.S.C. The claim on form 843 is 
merely a “request” for interest as pro- 
vided in Sec. 6611(b) IRC 1954. 

The only manner in which a taxpayer 
can fully protect its rights to interest is 
by filing a civil suit against the United 
States prior to the termination of the 
six-year period. (Rev. Rul. 57-242, IRC 
1957-22,30) 


Non-Deductible Stock Losses 

An individual sold to her in-laws, at 
fair market value, certain securities on 
which she suffered losses. The in-laws 
then sold the stock to the original 
holder’s wholly-owned corporations at 
the price they paid. 
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as a 


The losses were not deductible. De. 
spite the fact that in-laws are not listed 
as part of the “family of an individual 
under Sec. 24(b) (2) (D) IRC 1939 (9 
Sec. 167(c) (4) IRC 1954), the Court 
viewed the transaction as a whole and 
found it to be a sham since the stock ul 
timately returned to the original owner’ 
control, and no economic loss was real- 
ized. (Robert Boehm and _ Frances 
Boehm, 28 TC No. 43) 


Returns to be Filed in “Identity” 

Reorganizations 

In the case of “identity” reorganiza- 
tions qualifying under Sec. 368(a) 
(1)(F) IRC 1954, only one return is 
due. The return is to be filed by the 
acquiring corporation and is to cover 
the whole year’s operations. The trans- 
feror corporation need not file a retury 
for any part of the year. This is pro- 
vided for by the “exception” in Sec, 
381 (b). 

Where the corporation qualifying un- 
der Sec. 368(a)(1)(F) is the parent 
corporation of an affiliated group which 
files consolidated returns, the same af- 
filiated group continues in existence for 
the purpose of filing a consolidated re- 
turn for the taxable year in which the 
reorganization occurred. (Rev. Rul. 57 


276, IRB 1957-24, 16) 


Estate and Gift Tax Forms Revised 


Revised forms 706 (Estate Tax Re 
turn), 709 (Gift Tax Return) and 710 
(Trustee’s Information Return of Gifts) 
are now available in the offices of Dis- 
trict Directors of Internal Revenue. 


Technical Information Releases 

If you wish to have your name put 
on the mailing list to receive copies of ff 
all technical information releases upon 
their issuance by the Internal Revenue 
Service, send your request to the “Pub- 
lic Information Division, Internal Reve 
nue Service, Washington 25, D.C.” 
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